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NOW you can have all the details you need for full cost accounting studies at your q 
fingertips .. . with record breaking speed . . . and at a price you can 


afford. 
Through the exclusive LITAB System, we are supplying detailed accumulated 


Job Costs of MATERIAL, LABOR, OVERHEAD and BACKLOG information, | 
tabulated on a single, easily read form, to many of our customers. 


. Sound management decisions are a must in modern business . . . management 
decisions can be no better than the information upon which they rely 


To find out how you can take advantage of high speed cost accounting, call either office. 
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Tabulating Corporation nY Ap 
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use it to broaden your service. SBC can show you how! 


e you ever found yourself wishing that _ punched paper tape adding machine to prove 
time you spend on client write-up work your clients’ source documents. Send the tape 
dbe put to better advantage? Would you —_—ito SBC. At SBC, the punched tape will be 
to have more time to satisfy the demand _ converted to punched cards. The cards will 
professional counseling? There is no rea- _—_ then be fed through high-speed IBM data 

hy youcannot,andatthesametime,con- processing machines to run general ledgers, 

e to offer your clients a complete service. balance sheets and operating statements 


Service Bureau Corporation can make ready for release by you to your clients. 


bssible for you to offer accurate, hand- To learn more about the benefits that can be 
ely printed reports while cutting your —_—- yours when you use SBC, call your nearest 
e-up time and costs. Here’s how! Use a SBC office for literature. & 


ice Bureau Corporation—a subsidiary of |BM—425 Park Avenue, New York 22, N.Y. 
MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD 
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the busier you are... 
the more you'll like 
LAWRENCE! 





. because saving your time 
is such an important 
ingredient of our service 





Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 


ACCOUNTANT-STAFFED 
—another advantage 
for you and your clients. 







preisoumel sowie agony 


120 W. 42nd Street, New York, N. Y. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
BRyant 9-3040 
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Accounting News And Trends 


RECORDS RETENTION——-REQUIREMENTS 
OF STATES IN THE U. S. 


Vital assistance in coping with the 
problems of records retention is to 
be found in the Controllers Institute 
Research Foundation’s 1,030-page 
publication “Corporate Records Re- 
tention, Volume 3, A Guide to Re- 
quirements of States in the U. S.” 
(Price, $20; Vols. 1 and 2, covering 
U. S. Federal and Canadian require- 
ments, $10 each.) The diversity of 
laws and regulations governing busi- 
ness in the 50 states makes records 
management a complex task for com- 
panies doing business in more than 
one state. This book gives access to 
the basic information which tells which 
records to retain and how long to retain 
them. 

As one example, consider these re- 
quirements with respect to unemploy- 
ment insurance records: In Alaska and 
Oregon, records of remuneration paid 
each employee must be kept for three 
years; Arizona, Delaware and 18 other 
states specify four years; 15 others 
require five; Kentucky, Michigan and 
New York say six, and ten states and 
the District of Columbia do not spe- 
cify when such records may be de- 
stroyed. 

The book classifies records reten- 
tion requirements under the broad 
titles of Corporations General Taxa- 
tion, and Labor and Industries. The 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Lew School. 


first covers statutes of limitation, ac. 
tion on bonds, etc.; abandoned prop. 
erty; photographic or photostatic copies 
of records; the sale of securities, and 
records pertaining to stock sales and 
transfers, minutes of meetings, ete, 
The Labor category covers retention of 
records in regard to employers’ lia- 
bility, minimum wage standards, pub- 
lic works contractors, unemployment 


insurance and workmen’s compensa- 


tion. 


CITY AUDIT CONTRACT 
The fourth in a series of projects 





undertaken by the California Com. | 


mittee on Municipal Auditing, a joint 
committee of City financial officers 
and representatives of the California 
Society of CPAs, is a report entitled 
“Suggested Contents for City Audit 
Contract.” (April 1960; price $1.00.) 

As the title suggests, this 8-page 
booklet does not offer a model con- 
tract with specific provisions drafted 
in exact language, but rather sets 
forth the principal points which may 
be covered in the contract. One can- 
not help but agree with the statement 
of the committee that “the publication 
will assist cities in drafting a con 
tract which will assure clear under- 
standing between the city and the in- 
dependent auditor.” 

As one item among many, we might 
consider the statements on fees. The 
booklet suggests no specific basis of 
compensation but lists the following 
as acceptable bases: 

1. Fee based on rates and time 
(per diem basis) and expenses. 

2. Fee to be the lesser of a stipu- 
lated maximum fee or as computed 
on a specified per diem basis (¢« 
penses may or may not be included in 
the maximum fee). 
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EFFICIENT MANAGEMENT, plus versa- 
tility of National Machines, produce un- 
usual reductions in operating expense. 


EXTERIOR of Virginia Transit Com- 
pany. 


TRUCK REPAIR INVOICING and ac- 
counts receivable posting are accom- 
lished at one operation with this 
National System. 






Secretary - Treas- 
urer, Virginia 
Transit Company. 










“Our Wational Accounting System 
saves us °30,000 a year... 


returns 100% annually on investment!” 
—Virginia Transit Company, Richmond, Vo. 


“Efficient record keeping is most necessary in the bus transportation busi- 
ness today. For this reason, we have installed a National Accounting Sys- 
fem. Its performance has been very rewarding. 

"We use our National System for a variety of applications. These appli- 
cations are: Payroll Accrual; Payroll Records and preparation; 941-A forms; 
W-2 forms; Vouchers Payable; General Ledger; Parts Inventory Control; 
Purchase Control, and Distribution. Miscellaneous applications include: 
Accounts Receivable from employees; Bill and Charge for Charter Service. 
Our National Accounting Machines are extremely flexible and fast. Their 
speed enables us to maintain a maximum workload with a minimum num- 
ber of personnel. This speed also lets us keep 
our records far more up-to-date than before. we UY 

‘Our National Accounting System saves us B® Ate! 
$30,000 a year... returns 100% annually P,) 


on investment.'’ of Virginia Transit Company 


THE NATIONAL CASH REGISTER COMPANY, voyton9, ohio 
1039 OFFICES IN 121 COUNTRIES 
76 YEARS OF HELPING BUSINESS SAVE MONEY 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT 


Your business, too can benefit from 
the many time- and money-saving fea- 
tures of a National System. Nationals 
pay for themselves quickly through 
savings, then continue to return ao 
regular yearly profit. National's 
world-wide service organization will 


protect this profit. Ask us 


about the National Mainte- 
*THADE MARK REG. U. 8. PAT. OFF, 5 


nance Plan. 
L es, : ¥* > 


ACCOUNTING MACHINES 

_ ADDING MACHINES + CASH REGISTERS 
ELECTRONIC DATA PROCESSING 

wer paper (No Cargon Reauinto) 
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Exact 
Reproduction 


of 

TAX RETURNS 
REPORTS 
WORK SHEETS 


On “Brunings” 

by experts on premises 
* 

Also 


THERMO-FAX 
MULTILITH 
MIMEOGRAPHING 


Accurate and Attractive 


TYPING 


Accountants’ Reports 
Thoroughly Checked 
Highly Skilled 


Personalized Service 


We will mail our self-addressed 
envelopes to you upon request. 
Envelopes are delivered “flat.” 
Mail tax returns to be repro- 
duced in such envelope; we 
process them soon after receipt, 
and mail back to you promptly. 


Lillian Sapadin 


501 Fifth Avenue, New York 17 
(corner 42nd Street) 


MUrray Hill 2-5346 - 2-7364 
* Since 1940 * 
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3. Fee to be the lesser of a Stipu- 
lated maximum fee or as computed on 
a per diem basis regularly used by the 
auditor and not specified in the cop. 


tract (expenses may or may not be in. | 


cluded in the maximum fee). 





4. Fixed fee specified in the con. | 
tract (expenses may or may not te! 


cluded in the maximum fee). 


DISTRIBUTION OF LITERATURE AND 
UNPROFESSIONAL ADVERTISING 


The AICPA Committee on Profes- 
sional Ethics has issued the following 
opinion dealing with the distribution of 
literature (The CPA—AICPA monthly 
newsletter—May 1960): 


[OPINION NO. 9] 

There has come to the attention of 
the committee with increasing fre- 
quency printed material bearing a 
member’s name and address or that of 
his firm, which is devoted either to in- 
forming others of the services the mem- 
ber or his firm is prepared to render 
or dealing with a specialized subject 
in a manner that might suggest the 
firm’s ability to serve in a specialized 
field or geographical area. 

The committee feels that such mate- 
rial is entirely proper when its dis- 
tribution is carefully restricted to 


clients, but that failure to control the 
circulation of such literature directly 
or through third parties may plac 
the member whose name it bears in 








BLADES & MACAULAY 
INSURANCE ADVISERS 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N.]J. 


Established 1926 
. MArket 3-7801 
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violation of Rule 10 of the Institute’s 
rules of professional conduct prohibit- 
ing advertising. 

The committee believes that a mem- 
ber who produces any literature, or 
material which may be considered pro- 
motional in nature, must assume re- 
sponsibility to guard and control its 
distribution. It is recognized by the 
committee that in isolated cases a 
client, not knowing the profession’s 
restrictions on the distribution of such 
material, may pass on to the client of 
another member material he found of 
interest. Such an isolated instance 
would not necessarily be viewed as un- 
ethical practice. Where there is evi- 
dence that reasonable control has not 
been maintained to limit distribution 
of such material, it is the view of the 
committee that it must, in the inter- 
est of the profession, strictly enforce 
both the spirit and the letter of Rule 
10, which provides “A member shall 
not advertise his professional attain- 
ments or services... .” 


[END OF QUOTED OPINION] 


“SPECIAL ITEMS” ON THE 
INCOME STATEMENT 


The “Accounting and Auditing 
Notes” department of The Arthur 
Young Journal (April 1960) offers 
some constructive thoughts on the use 
and abuse of special items. 

The terms special item, special 
charge and special credit are frequently 
misused in financial statements. Their 
misuse arises out of failure to comply 
properly with Chapter 8 of Accounting 
Research Bulletin No. 43. Chapter 8 
was originally issued in December 
1947 as ARB No. 32 which estab- 
lished the ground rules for the ex- 
clusion of certain classes of items 
ftom the determination of net income 
and suggested the phrase special items 
aS a generic term to describe amounts 
so excluded. 





Our 2 Ist Year 


Serving all industries 


William 
Schnuer, 

Class of 
°'34 CCNY 


“1 can help vou secure 
Dependable 
hard-to-get personnel”’ 


Our highly skilled staff of 

personnel specialists can 

solve your needs as well as 
your clients’. 


* Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, Comptrollers, Tax 
Budget, Cost, Chief, Systems 
Auditors 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 


OD 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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SMALL BUSINESS 
ADMINISTRATION 
Bulletins 


Our monthly series of Manage- 
ment Aids have met with great 
acceptance among Accountants, 
and we are continually receiving 
many requests for additional copies. 

These Aids have been prepared 
by the Small Business Administra- 
tion and present timely ideas and 
information on many _ business 
matters of general interest. 

Should you desire any copies, we 
shall be pleased to mail them to 
you regularly (free—of course) as 
another Good-Will service of our 
company. 


Our 25th Year 


MAJ E stic_2 





Z 
a—“~AACIS— cone. 
The Company that Builds Business 
175 Fifth Ave. at 23rd St., Flatiron Bldg. N.Y. 10, N. Y. 
Phone ORegon 4-1200 











Complimentary Advice On 


YOUR INVESTMENTS 


Justin Jacobs 


PETER P. McDERMOTT & CO. 


42 BROADWAY 
NEW YORK 4, N. Y. 


Gey DIcsy 4-7140 














DISTRIBUTION COST ACCOUNTING 
by F. M. EISNER, C.P.A. 


detail a complete and thoroughly 
tested system—from original sources to prepara- 
tion of statements for cost reduction and per- 
formance controls—reveals weak spots in major 
areas, such as, labor, inventory, salesmens’ costs, 
sales mixture, factory and marketing expenses, 
small orders, ofiice salaries, equipment utilization, 
returned goods, credits, etc. 554 pp. $12.50. 


Describes in 


CHARLES M. EISNER 
70 Linda Ave., White Plains, New York 
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The bulletin is clear that any tota| 
which includes special items should 
not be described as net income. ARB 
No. 43 says: “Thus it is imperative 
that the caption of the final figure 
should precisely describe what it rep. 





resents, e.g., net income and special | 


i 


items, net income and refund of 1945 


excess profits taxes, net loss and spe- | 


cial items, or profit on sale of sub- 
sidiary less net loss.” In spite of the 


clear language of the bulletin, the | 


point is often missed, and financial 
statements are frequently noted which 
properly set forth and describe a spe- 
cial item and then identify the total 
which includes it as “net income,” 


“net income including special item,” | 


“net income after special item,” etc. 
According to ARB No. 43, “. . . the 
additions or deductions at the foot of 
the income statement after determina 
tion of net income are equivalent to 
direct credits or charges to earned 
surplus.” 

Another frequent practice is use oi 
“special item,” “special charge” or 
“special credit” to identify unusual 
items which are included (and properly 
included) within net income. This 
should be avoided since, in view 0 
the meaning which has come to be a- 
sociated with “special,” it is undesi- 
able to use it to describe an item which 
is included in arriving at net income. 

Remember: (1) if it’s a special 
item, the following figure is not net in- 
come (with or without qualification), 
and (2) if it is part of net income, 
don’t call it a special item. 


MUNICIPAL AUDITING ENGAGEMENTS 
AND CIVIC OBLIGATION 


In The Oregon CPA (April 1960), | 


President A. L. Platt of the Oregot 


Society of CPAs touches on an im | 
portant problem facing that Society. | 
He points out that the last Orego! | 


legislative session, with the support 0 
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the Oregon Society, passed a measure 
which greatly expanded the number of 
municipal bodies which will be an- 
qually audited by independent ac- 
countants listed on the municipal ros- 
ter. This measure creates new oppor- 
tunities for CPAs throughout Oregon 
to expand their practice. 

The Society has received reports 
that certain municipal bodies are en- 
countering reluctance on the part of 
CPAs to commit themselves to perform 
these annual audits. This situation 
may be caused by a lack of experience 
or knowledge of municipal auditing 
procedures. To remedy this defect, a 
special course On municipal auditing 
will be presented by the Municipal 
Auditing Committee of the Society. 
But the reason may lie deeper and Mr. 
Platt addresses himself to this point 
in the conclusion of an open letter to 
the membership: 

“A further factor involved in this 
reluctance may be lack of appreciation 
by some CPAs of their obligation to 
the various governmental units to per- 
form this work, even though it may 
not be as profitable as certain other 
parts of our practice. As professional 
men and women, and as citizens, we 
are obligated to see that competent ac- 
counting, auditing and budgeting is 
accomplished by local governmental 
units. We must look to ourselves for 
that competency.” 


ELECTRONIC DATA PROCESSING— 
SUBJECT BIBLIOGRAPHY 

The management services research 
staff of Lybrand, Ross Bros. & Mont- 
gomery has prepared a report entitled 
“Electronic Data Processing—Subject 
Bibliography of Periodical Literature, 
1959.” Since the rapid acceptance of 
electronic data processing equipment 
has given rise to a corresponding 
growth in the writing on the subject, 
this excellent 49-page booklet serves 
the interested reader by listing articles 
appearing in some 75 periodicals. 


~ 





A SIGNIFICANT SOURCE OF 
CURRENTLY AVAILABLE 
ACCOUNTING TALENT 


TAX MANAGER—$15 - 20,000 

Age 40. St. John’s U Acctg 1951. 
NYU Law 1955. This candidate 
makes a most professional impression. 
He has 10 years experience in heavy 
industry. Here he prepared all Fed- 
eral returns and also prepared com- 
plete returns for over 20 states; plus 
responsibilities for foreign tax credit. 
In the past 3 years he has represented 
individuals and major corporations 
for a very well known law firm. This 
experience encompasses formation, 
acquisitions, dissolutions and top level 
govt conferences. 


ASST COMPTROLLER—$11,000 

Age 40. Cum Laude Acctg grad from 
Rutgers. Our client here is certified. 
He has been Chief Acct for a $10 mil 
ayr electronic mfr for 3 yrs to date. 
His duties embrace the supervision of 
25 personnel plus a broad contributn 
in statement & tax preparatn, budget 
control and cost. He is very dignified. 


INTERNAL AUDITOR—$7,000 
Age 26. BBA Seton Hall plus 5 yrs of 
recent heavy industrial auditing exp. 
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Personnel Services, Tac. 


50 Church St., New York 






WoOrth 4-8410 


Member 
A.M.A. & Natl. Assoc. of Accountants 
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Letters to the Editor 


FINANCIAL STATEMENTS 
AND INFLATION 


The March 1960 issue of The New 
York Certified Public Accountant con- 
tained an excellent article entitled “Fi- 
nancial Statements and Inflation,” by 
Thomas G. Higgins, CPA, which re- 
flected a scholarly approach to a very 
complex problem currently confront- 
ing the accounting profession. Con- 
sidering that the issues raised therein 
sometimes generate more heat than 
light, Mr. Higgins’ objectivity is all 
the more remarkable. The article is a 
most fair presentation of the argu- 
ments pro and con which have been 
advanced over the past ten to fifteen 
years, relative to the effect of chang- 
ing price levels upon the determination 
of net income and to the desirability 
of adjusting financial statements for the 
effects of inflation in order to make 
them more meaningful. I believe that 
the accounting dilemma discussed by 
the author requires the thoughtful re- 
flection of all segments of the account- 
ing profession and not only the par- 
ticipants in the research program of 
the American Institute of CPAs. It 
is in this spirit, based upon long re- 
flection and currently stimulated by 
the reading of Mr. Higgins’ article, 
that I am submitting this “letter to the 
editor” as a vehicle for the expression 
of some of my thoughts on certain 
facets of the problem. 

For myself, I believe that no special 
tax relief should be accorded to com- 
panies with substantial investments 
in fixed plant and equipment, the en- 
tities for whom the plea is made so 
frequently and extensively during pe- 
riods of rapidly rising price levels. I 
disagree with the orientation of the 


study Price-Level Changes and Finan. 
cial Statements—Basic Concepts and 
Methods, which states: “. . . evidence 
will be obtained that income taxes are 
now based upon a concept of income 
which is questionable and which, in 
particular, discriminates against com- 
panies with large investments in plant 
and equipment when the price level 
is rising...” 

I do not find any extensive dearth 


of replacement capital funds on the | 
part of these “companies with large | 
investments in plant and equipment.” | 


On the contrary, we find that these 
entities have been able to provide for 
their perpetuation and phenomenal ex- 
pansion with a most insignificant call 
for new equity financing. Thus, from 
the September 1957 issue of Curreni 
Business (page 8): 

“Three-fifths of all capital funds 
used by corporate business in the post- 
war period has been derived from in- 
ternal sources, i.e., retained earnings 
and depreciation allowances. An aé- 
ditional one-fifth has been raised in 
long-term markets, with debt issues 
predominating, while the remainder 
has involved increases in short-term 
debt, principally accounts payable and 
bank debt.” 

Commenting on the preceding para 
graph, A. A. Berle, Jr., in his book 
Power Without Property (page 39). 
states: 

“Manufacturing and mining during 
this decade [1947-1956] got an inflow 
of $173.3 billion of capital and de 


voted $109.9 billion to plant and _ 


equipment. These enterprises increased 
their inventories by $29 billion, thei 
accounts receivable by $23. billion, 
and their liquid and other assets by 
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TALCOTT 
FINANCING or 
FACTORING 


can lengthen your clients’ 
competitive lead 


If your clients can use revolving working 
capital to advantage, refer them to Tal- 
cott. They'll get the funds for equipment, 
inventories or any other constructive pur- 
pose. Talcott’s Flexible Financing Plans 
will perfectly match your clients’ needs 
for increased production, sales and profits. 
If your clients are looking ahead to prog- 
ress, look to Talcott for financing plans 
derived from 106 years of credit and 
financing service to American industry. 


Talcott Financing Services... 


« Accounts Receivable (Non-Notification) « Industrial Time Sates 
* Factoring (Notification & Non-Notification) +» Leasing 
* Inventories and Equipment Mortgages + Rediscounting 


James Talcott, Inc. 


FOUNDED 1854 


Other offices in: CHICAGO + DETROIT » BOSTON + ATLANTA + LOS ANGELES 
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RETIREMENT 
PLAN FOR 
SALESMEN 


Many firms are under pressure for 
a future security program for its sales 
force. While acknowledging the need 
for a plan, they are hard put to find 
one which offers adequate benefits at 
low cost, and without the commitment 
required in a Treasury-approved plan. 


As a specialist in this field, I have 
developed a concept of employee 
benefit program designed for just this 
situation. It is in successful operation 
with both large and small companies 
from coast to coast. These are some 
of its features: 


* Treasury approval is not required. 


* Eligibility may be confined to 
hand-picked employees. 


* The company may discontinue the 
plan at any time without penalty. 


* Company cost is a tax deductible 
business expense. 


* Its unusual contributory feature 
cuts company cost way down. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
CIrcle 6-5303 


Employee Benefit Plans 
Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 
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$10.9 billion. But they had got their 
$173 billion by retaining in the com. 
panies $58 billion of profits, by eam- 
ing $52.2 billion by depreciation, by 
raising $24.6 billion of money throug) 
long-term debt—$24.5 billion chiefly 
by borrowing from the banks—and 
by issuing stock (risk capital) amount- 
ing to $3.2 billion.” 

It is clear, then, that there has been 
an almost negligible requirement for 
new shareholder-equity financing on 
the part of those entities for whom the 
appeal for special relief is so generally 
made. This almost negligible recourse 
to new equity financing has been most 
disproportionately less than the ex- 
pansion in the revenues and scope of 
activities of the entities involved. 

Suggesting another dimension to the 
foregoing, the December 15, 1959 | 
issue of Forbes Magazine states: 

“You hear much about the ‘demand 
for shares,’ but most commentators 
seldom mention the ‘supply of shares, 
except when the market is going =) 


APPRAISALS 


° me ax 

¢ Accounting 

¢ Insurance 

¢ Property Ledger Tie-in 

¢ Remaining Life Estimate 

¢ Capital and Expense 
Distribution Analyses 

¢ Cost Allocations 

¢ Depreciation Studies 

¢ Economic Surveys 

¢ Replacement Reserves 

¢ Proof of Loss 





| 


SEND FOR FREE BROCHURE—DEPT. ##! 


STANDARD 
APPRAISAL 
COMPANY 


Div. MARSHALL and STEVENS, INC. 


6 CHURCH ST., NEW YORK, N.’: 
CORTLANDT 7-4493 
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Actually, supply always is just as im- 
portant as demand—because you can’t 
make a price unless someone sells to 
someone who buys. Large blocks of 
good stocks have been taken out of the 
market by institutions, pension funds, 
mutual funds and capital-gains-tax- 
conscious individuals who do not sell. 
Corporations have been needing less 
new money from the sale of new 
stock issues because of larger amounts 
of self-generated cash, obtained 
through retained earnings and larger 
depreciation. 

“Aside from utilities, hardly a sin- 
ale really big corporation has been fi- 
nanced through the sale of additional 
shares in 1959. Most of the new stock 
issues have been comparatively small, 
and not by leading companies.” 

So it is that I find it incongruous 
that pleadings for special relief are 
being made in behalf of the very com- 
panies which are already adequately 
insulated from the pernicious effects 
of inflation. This insulation stems 
from the fact that these very entities 
have demonstrated their ability to 
compensate for increasing price levels 
through, in turn, increasing their prices 
to the consumer. 

Would not the proponents of spe- 
vial depreciation deductions (and re- 
sultant tax reductions) lead our econ- 
omy further on the road to an infla- 
tionary spiral (and, on the rebound, 
help to accelerate a deflationary 
rend)? The result of their special 
pleas would be a reduction in taxes 
during periods of rising price levels, 
with a compensating increase in taxes 
in periods of declining price levels. 
This is, if anything, inverted logic; 
students of progressive taxation would 
certainly urge that taxes should be in- 
creased with rising price levels (to 
withdraw purchasing power from the 
market place); and the converse dur- 
ing periods of declining prices. 

If there is any tax relief to be meted 
out by reason of the effects of infla- 


tion, should it not be to the bond- 
holders, insurance policy beneficiaries, 
annuitants, pensioners, and the like. 
By way of pointing up the question, 
the First National City Bank’s Monthly 
Letter for May 1956 states: “. 
people who bought savings bonds and 
held them for a ten-year term have 
found that interest received has been 
insufficient to compensate for income 
tax payable and the ‘inflation tax’ 
levied in the form of a shrinkage in 
the buying power of the dollar.” The 
letter then sets forth data to show that 
if an E bond were bought in 1945 
and matured in 1955, and if the in- 
crement were taxed at the lowest rate 
then in effect (20 percent), a $100 
maturity value would give rise to a 
$5 tax on the $25 increment, leaving 
$95 net of taxes. Inasmuch as there 
had been a 43.5 percent increase in 
price levels during the 1945-1955 
decade, the $95 received in 1955 is 
stated to be the equivalent of but 
$66.20 in 1945 dollars. There is thus 
shown to have occurred a “real” loss 
of $8.80 on the original investment, 
or an average loss of 1.17 percent per 
annum. 

As between companies with large 
investments in plant and equipment 
and the individual with investments in 
insurance policies, savings bonds, an- 
nuities, etc., would it not appear that 
it is those in the latter group who 
should be the primary object of tax 
relief (if such relief should be con- 
sidered feasible) when price levels are 
in the ascendancy? The group which 
is heavily endowed with plant and 
equipment will probably find that it 
will generate even greater revenues by 
reason of the price level increase, 
whereas the annuitants and others in 
that group are not similarly situated. 

I am confident that it can be dem- 
onstrated that, during this very decade 
when the E bondholder had been suf- 
fering an average “real” loss of 1.17 
percent per annum, those who invested 
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in the stocks of these entities having 
substantial investments in plant and 
equipment, had reaped a veritable fi- 
nancial harvest. This harvest becomes 
even more bountiful by the realization 
that the equity investor’s gains are, 
in part, insulated from taxation by the 
application of the dividend-received 
credit, advantageous capital gains 
rates, etc. Granted that the yield to 
the risk-taker should not be resented, 
but does that mean that all the other 
parties (including the E bondholder, 
annuitant, etc.) should sustain an even 
greater tax burden in order to in- 
crease further the former’s rewards? 
ABRAHAM J. BRILOFF, CPA 

New York, N. Y. 


EMPLOYEE BENEFIT PLANS 


BIBLIOGRAPHY OF ACCOUNTING 
AND AUDITING LITERATURE 


A great deal has been written and 
published in recent years on the subject 
of “Employee Benefit Plans.” Most 
of this material deals with such mat- 
ters as: advantages of “fringe bene- 
fits’ as compared with direct wage or 
salary increase; statistics showing 
growth in the number of existing plans 
or in the amount of their invested 
assets; and tax consequences to the 
contributing employer or the em- 
ployee beneficiary. Very little, how- 
ever, has been published dealing with 
the accounting and auditing problems 
of employee benefit funds operating as 
distinct entities. 

Many funded employee benefit plans 
are required by statute to operate as 
independent trusts. Others do so to 
obtain important tax advantages. Still 
others do so for administrative and 
management purposes. Whatever the 
reasons, the number of such entities 
is growing rapidly. As a result, more 
and more accounting practitioners are 
being called on by such funds for ac- 
counting and auditing services. In 
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many instances, such practitioners, 
without previous experience in the 
field, have been faced with problem: 
which they could not readily answer 
and yet have been at a loss as to where 
to obtain assistance which might be 
found by reference to published ma. 
terial. 

Accordingly, the Committee on Em. 
ployee Benefit Plans of the New York 
State Society of Certified Public Ac- 
countants recognized the need for com- 
piling a bibliography of available litera. 
ture dealing primarily or significanth 
with the accounting and auditing as. 
pects of the subject. A sub-committee 
was appointed for this purpose, con- 





sisting of Alvin J. Mentzel, CPA and 
Willard R. Schiller, CPA, through | 
whose devoted efforts the following | 
bibliography was made possible. Al- | 
though recognizing the possibility of | 
unintentional omission, it is believed 
that this comprehensive listing is rea- 
sonably complete and that it will be 
of assistance to your readers. 


PERIODICALS 

“Accounting for Costs of Pension 
Plans,” Accounting Research Bulle 
tin No. 47, American Institute of 
Certified Public Accountants, Sep- 
tember 1958. Reprinted in Journal 
of Accountancy, Vol. 102, October 
1956, pp. 65-67, and in New York 
Certified Public Accountant, Vol 
XXVII, March 1957, pp. 213-216. 

“Auditing for Health and Welfare 
Benefit Trust Funds,” California So- 
ciety of Certified Public Account: | 
ants. Journal of Accountancy, Vol. 
107, May 1959, pp. 43-48. 

Bard, Herbert K., “Internal Control it 
Employee Benefit Funds,” New 
York Certified Public Accountant, 
Vol. XXX, June 1960, pp. 392-39. 

Blough, Carman G., “Testimony 0 
June 6, 1957 before the Subcommit 
tee on Welfare and Pension Funds 
Legislation of the Senate Commit 
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tee on Labor and Public Welfare,” 
Journal of Accountancy, Vol. 104, 
August 1957, pp. 69-74. 

Buchbinder, Raymond, “Union Wel- 
fare Funds,” New York Certified 
Public Accountant, Vol. XXVIII, 
February 1958, pp. 95-108. Re- 
printed in Labor Law Journal, Vol. 
9, May 1958, pp. 351-361. 

Coleman, Malcolm J., “Union Welfare 
Funds,” Connecticut CPA, Vol. 21, 
September 1957, pp. 12-13. 

Erb, Hester Ellen, “The Accounting 
Challenge in Employee Welfare 
Funds,” Journal of Accountancy, 
Vol. 100, August 1955, pp. 31-43. 

Gilhooley, John J., “Employee Benefit 
Plans and Federal Reporting Re- 
quirements,” New York Certified 
Public Accountant, Vol. XXIX, De- 
cember 1959, pp. 867-873. 

Graichen, Raymond E., “Qualification 
of Pension, Profit-Sharing and Bonus 
Plans,” Journal of Accountancy, 
Vol. 106, August 1958, pp. 42-48. 

Holzman, Robert S., “Guide to Pen- 
sion and Profit Sharing Plans under 
the Internal Revenue Code of 
1954,” Estate Planners Quarterly, 
Vol. 6, September 1956. 

Lockitch, Percy A., “Audit and Tax 
Problems of Health and Welfare 
Funds,” Journal of Accountancy, 
Vol. 105, January 1958, pp. 43-48. 

Pearl, William, “Union Welfare 
Funds,” The Accounting Forum, 
Vol. XXX, December 1959, pp. 
16-23, 

Perler, Julius, “Profit-Sharing Plans 
for Smaller Clients,” Journal of Ac- 
countancy, Vol. 101, February 1956, 
pp. 56-61. 

Platkin, Isidore, “Recent Developments 
in Accounting for Employee Benefit 
Plans,” New York Certified Public 
Accountant, Vol. XXVIII, Novem- 
ber 1958, pp. 814-824. Reprinted 
In Monthly Digest of Tax Articles, 
Vol. 9, February 1959, pp. 10-19. 

Regazzi, John H., “Pitfalls of Cash 


Basis for Employee Funds,” Journal 
of Accountancy, Vol. 109, February 
1960, pp. 47-51. 

“Reports on welfare and pension bene- 
fit plans (Form D-2),” Accounting 
and Auditing Problems, Journal of 
Accountancy, Vol. 109, February 
1960, p. 79. 

“Statement of Accounting Principles 
for Health and Welfare Funds,” 
California CPA, March 1959, pp. 
14-17. 

Williams, John H., “Actuarial Princi- 
ples and Pension Plans,” New York 
Certified Public Accountant: Part 
One, Vol. XXIX, July 1959, pp. 
505-515; Part Two, Vol. XXIX, 
August 1959, pp. 578-584. 


OTHER 


American Institute of Certified Public 
Accountants. Case Study on Audit 
of a Self-Administered Union-Indus- 
try Welfare Fund, July 1959. 

Commerce Clearing House. New dis- 
closure requirements—pension plans 
and employee benefits; welfare and 
pension plans disclosure act, with 
explanation, as passed by Congress, 
August 19, 1958 and sent to the 
President, 1958. 

Council on Employee Benefit Plans. 
Papers presented at the twelfth an- 
nual conference, October 16-17, 
1958. 

Prentice-Hall, Inc. Concise Explana- 
tion of Federal and State Benefit 
Plan Disclosure Laws, 1958. 

United States Congress. Public Law 
85-836, 85th Congress, S. 2888, 
August 28, 1958; an Act to provide 
for registration, reporting and dis- 
closure of employee welfare and pen- 
sion benefit plans. 

[END OF BIBLIOGRAPHY ] 
IsIDORE PLATKIN, CPA 
(Tunick & Platkin) 
Chairman, Committee on 
Employee Benefit Plans 
New York, N. Y. 
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Book Reviews 


HANDBOOK OF ANNOTATED FORMS 
FOR TAX PRACTICE 


By Sidney 1. Roberts, Samuel 
Schultz, Gerhard Mayer. PRENTICE- 
HALL, INc., Englewood Cliffs, N. J.. 
1959. Pages: xxvi + 725; $24.95. 


Practitioners faced with the prob- 
lem of preparing or completing one 
or more of the numerous forms re- 
quired in tax practice can generally 
save both effort and time if they can 
refer to a similar form previously used. 
Whether the form be a simple certifi- 
cate in support of exemption for the 
blind, a statement of liquidation un- 
der IRC Section 337 or even a brief 
to be presented to the Tax Court, 
reference to a previously prepared ap- 
plicable form can be of great value. 

The Handbook of Annotated Forms 
for Tax Practice is a volume in which 
these and literally more than two hun- 
dred other statements, elections, ap- 
plications, claims, notices, powers of 
attorney, affidavits and various other 
forms encountered daily by the tax 
practitioner are to be found. A run- 
down of the chapter headings will give 
a general idea of the wide variety of 
forms included: forms filed with in- 
come tax returns; forms relating to 
filing returns and paying of tax; to per- 
sonal holding companies; to accounting 
methods and taxable years; to non- 
taxable exchanges of property; to es- 
tates and trusts; to foreign persons and 
foreign transactions; powers of attorney 
and related forms; forms relating to 
conference procedure before the In- 
ternal Revenue Service; to practice be- 
fore the Tax Court; claims for refund; 
captions, jurisdictional allegations and 
signatures and miscellaneous forms. 

In addition to illustrating the form 
itself, the authors follow each example 
with comments containing an explana- 


tion of the form, pertinent reference; 
to the Code, regulations, cases and 
rulings, bibliographies when consid- 
ered desirable, as well as many valu- 
able practical suggestions. These 
comments are designed to minimize 
research time necessary for appropri- 
ate use of the form. A well-prepared 
twenty-three page index is of great 
assistance to the reader. 

This handbook is, in my opinion, « 
valuable addition to the library of the 
experienced tax practitioner and an 
invaluable one for the less experienced 
accountant. 


BERNARD BARNETT, CPA 
(Apfel & Englander) 





New York, N. Y. | 


READINGS IN AUDITING 


By James T. Johnson and J. Herman 
Brasseaux. SOUTH-WESTERN PUB 
LISHING COMPANY, Cincinnati, Ohio. 
1960. Pages: x + 658; $6.50. 


The continuing vigor of a profession 
may be partly judged by the qualit 
and the amount of periodical literature 
generated by the profession for the 
benefit of its members. That our pro- 
fession meets this measure of livel) 


growth is quite evident from the num: | 


ber and nature of the articles that have | 


appeared during the last ten years. Ont | 


of the further landmarks of success 


is reached when such articles reappeat | 


between the covers of an anthology. 
Several collections of both reprinted 
articles and original papers have tt 


cently appeared and the present book | 
of readings in auditing is an excellet! | 


addition to the list. 


The editors have very carefully s° | 
lected some of the best papers thal | 
have been published in the last decatt | 


in our various accounting journal 
which center around the general top 
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of auditing. Professors Johnson and 
Brasseaux have furthermore succeeded 
in avoiding the disjointed fragmenta- 
tion which so often besets anthologies. 
This book gives the reader a feeling of 
continuity as he goes from one article 
to another. The editors have accom- 
plished this by grouping articles under 
functional topics and by providing 
sufficient and cogent editorial comment 
to bridge one section with another. In 
addition to the standard topics covered 
(Internal Control, Ethics, Standards, 
Legal Responsibility, etc.), it was grati- 
fying to see readings on such recent 
developments as Statistical Sampling 
Auditing Electronic Machine Records, 
and Management Advisory Services. 

This is a very worthwhile book for 
students, practitioners, and _profes- 
sional libraries to own. Most readers 
will not only find many articles which 
are new to them but will, like this re- 
viewer, experience the delight of re- 
reading some outstanding papers which 
stand the acid test of re-perusal very 
well. Readers of this magazine will be 
particularly pleased to note that eigh- 
teen of the sixty-one articles in the 
book originally appeared in The New 
York Certified Public Accountant. 
This is no small tribute to the authors 
and to the past and present editors, 
Dean Emanuel Saxe and Professor 
Benjamin Newman, who have given 
such generous service to our profes- 
sion, 

A supplementary bibliography, clas- 
sified under the same topic headings 
as the readings, is included to help 
the interested researcher easily lo- 
cate additional material. In the list 
of one hundred and fifty-three articles, 
The New York Certified Public Ac- 
countant is again well represented by 
thirty-two articles. 


PHILIP M. PIAKER, CPA 
(Harpur College) 
Vestal, New York 














When your client needs 

FINANCING... 
Phone “FIDELITY” 

LOWEST RATES on accounts receiv- 


able, non-notification, exact equity re- 
funded daily—that’s the story of Fidelity 
Factors, specialists since 1927 in liberal 
loans on accounts receivable. Fidelity 
offers handling plans. 


you simplest 


Loans on machinery, too. Phone or 


write our Mr. Dworsky .. . 


1440 BROADWAY, N. Y. 
LOngacre 5-3908 























YOUR CLIENT 
DESERVES 
TO KNOW 


That FIRE can put him out of business 


if his bookkeeping records are destroyed. 
That bookkeeping rec- 
ords must be kept in a 
«| RATED fireproof safe. 
That he gets FULL 
PROTECTION at HALF 
PRICE when he buys 
a late model ATLAS- 
RECONDITIONED 
safe, factory finished 
and fully guaranteed. 
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Wholesale Prices to Accountants 
WOrth 6-2760 
ATLAS YORK SAFE CORP. 


475 CANAL ST., N.Y.C. BET. VARICK & HUDSON STS. 


TravE-INS ACCEPTED. OLD SAFES PURCHASED. 
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HEAVY ACCOUNTS RECEIVABLE 


Are you standing by to toss the life ring to your client 
when the business seas get rough? If lack of working capital 
is pulling your client's business down, it’s up to you to come 
to his rescue with advice about Mr. “Meadow Brook’s” revolving 
credit plan for non-notification accounts receivable financing with 
no maturities. DON’T DELAY — DO IT NOW! 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, New York 





MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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The New Rules of 
Professional Conduct 


After exposure both to the Board of Directors of our 
Society and at the general meeting held on April 21. 
1960, the new rules of professional conduct were sub- 
mitted to the membership for a mail ballot on May 31, 
1960. The new rules were all approved and are now in 
effect. The results of the ballot are tabulated below. 

The adoption of the new rules is a major step for- 
ward and another milestone in the annals of the account- 
ing profession. Wherever possible and practicable, the 
rules conform in substance, language and number to 
those of the American Institute of Certified Public Ac- 
countants. A word of comment may be in order regard- 
ing the revision of three of the rules which received the 
largest number of negative votes. 

New Rule 7 bans encroachment upon the practice 
of another public accountant. It also provides that a 
member shall not agree to perform any services for a 
client of another public accountant without first notify- 
ing such accountant. This is a courtesy, with numerous 
practical and desirable advantages, which has been fol- 
lowed by many members even before the adoption of 
the rule. 

New Rule 10 in substance prohibits advertising 
and eliminates many irritating situations. It conforms 
to the recently amended AICPA Rule 10. 

New Rule 13 emphasizes the independent character 
of the CPA. In substance it requires disclosure if the 
certifying accountant is an employee or director of his 
client or has a financial interest therein. Consideration 
will be given to a revision of the rule after the AICPA 
membership expresses itself later this year on a pro- 
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posed new rule which, in effect, would bar the certifying ac- 
countant from owning any securities of his client or being con- 
nected with his client as director, employee, etc. 

With the adoption of these new rules of professional con- 
duct, the New York State Society of CPAs has again blazed the 
trail, and the CPA profession in New York can be truly said 
to have come of age in maturity and understanding. Deserving 
of particular commendation for their tireless labors in develop- 
ing and perfecting the new rules, are Edward F. McCormack 
and the late Frederick W. Wulfing who served as chairmen of 
the Committee on Professional Conduct during the course of 
this project which extended over a four-year period. And these 
sentiments apply as well to the members of their committee 
whose valuable contributions contributed so significantly to the 
successful consummation of the project. We are also particu- 
larly grateful to our immediate Past President, Thomas G. 
Higgins, who gave the committee the benefit of his experience 
as Chairman of the AICPA Committee on Professional Ethics, 
on which he has been serving for many years. 

The Society’s Committee on Professional Conduct stands 
ready to assist members in the interpretation of the rules. Wher- 
ever necessary, statements on the subject will be published. It 
is hoped that infractions will be avoided and that the Society’s 
Trial Board will not have undue activity in exercising its author- 
ity under the bylaws when violations make it necessary to bring 
cases to its attention. 


BENJAMIN GRUND, 








President 
TABULATION OF THE VOTE 
Affirmative on the entire reviSiOn..................::ccccsssrcccssssseceesesenee 2,148 
NegaIVe ON THE SALINE TOVISION . occsiisssccsssscsecssnsesivasesescscesssassessessve 11 
Number voting separately on each rule .......... cece eeeecseeeeeeeees 534 
COMBINED TABULATION 
Rule Yes No Rule Yes No 
1 2,676 14 12 2,673 17 
2 2,675 14 13 2,590 97 
3 2,642 47 14 2,661 27 
4 2,621 68 15 2,644 45 
5 2,654 35 16 2,674 15 
6 2,673 17 17 2,658 30 
7 2971 419 18 2,649 39 
8 2,622 66 19 2,651 36 
9 2,622 66 20 2,653 36 
10 2,548 142 21 2,656 30 
11 2,666 25 (deletion of old Rule 16) 2,625 57 


528 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT AUGUST 1960 








1S | 
de 


DA 
of 

sen 
Col 
Vari 
Her 
Ind 
Vers 
in ( 


ae 


woo wainm™ ~j 





Part One of a Two-Part Article 


Operations Research Applied 
to Business Problems 


By Davip B. HERTZ 


Operations research can assist management by developing 
systematic means to provide logically related facts so that 
the opportunity will exist to make better decisions, This 
article describes the areas in which all businesses may be 
able to utilize operations research, and presents several case 
studies which may serve the practicing accountant as helpful 
examples in the practical application of operations research 
in dealing with certain problems with which he is familiar. 


INTRODUCTION 


[noustRIAL operations research may 
be defined as the study of costs and rev- 
enues which are likely to result from 
various alternative decisions in uncer- 
tain or complex business situations. The 
purpose of such studies is to develop 
systematic procedures which will pro- 
vide business executives with effective 
information to assist them in making 
the decisions which guide and control 
their enterprises. 

Accountants are, of course, immersed 
in the study of costs and revenues and in 
developing projections of future costs 
and revenues, based on assumptions 
provided by management. However, it 
is not the task of operations research to 
develop similar projections, but rather 
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to study and analyze the costs and reve- 
nues involved in such a way as to discern 
(1) significant alternative decisions, and 
(2) logical relations among the factors 
inherent in the specific business prob- 
lem. From an understanding of the de- 
cision alternatives and the logical rela- 
tionships, the operations research scien- 
tist tries to develop information systems 
which will give management useful 
bases for making choices among specific 
alternatives. The design of such systems 
requires an appreciation of the risks 
which attach to all business decisions, 
as well as an understanding of mathema- 
tical ways to fit together complex rela- 
tionships among various factors. The 
operations researcher must also be pre- 
pared to test the systems and to imple- 
ment them in the industrial environment. 

Because the uncertainties or risks 
must be combined with implementation 
as well as with mathematical under- 
standing, operations research is by no 
means equivalent to mathematics, sta- 
tistics, or even so-called mathematical 
programming for business. A compre- 
hensive knowledge of such subjects is, 
however, essential for the professional 
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operations research worker. Operations 
research avails itself of these and other 
methods of science to state formally the 
relationships among variables. Many 
discussions of the subject revolve around 
such topics as /inear programming, 
queuing theory, theory of games, dynamic 
programming, Monte Carlo procedures, 
and so on. These techniques all have a 
bearing on modern operations research, 
but to describe the field to the uniniti- 
ated primarily in these terms has always 
seemed to me an approach that misses 
the main issues. Operations research is 
beginning to be widely used in industry; 
the reasons for its use and the business 
problems in which it is used are the most 
important and interesting areas on which 
light should be shed for the non-profes- 
sional. Further, examples of business 
problems which are related to his exper- 
ience and which in themselves teach 
useful lessons are perhaps more im- 
portant than examples of techniques. 

It is to demonstrate those areas in 
which a// businesses may be able to uti- 
lize operations research and to develop 
some examples which may serve the 
practicing accountant as helpful ex- 
amples in some problems with which he 
is familiar, that this article has been 
written. The concepts and cases de- 
scribed have been distilled out of several 
years of operations research experience 
in public accounting. 


O.R. AREAS CONTRIBUTING TO 
EFFECTIVE MANAGEMENT 


The business executive in every enter- 
prise, large or small, in light or heavy 
industry, faces many problems requir- 
ing decision. To effectively make deci- 
sions, he requires information in a num- 
ber of areas. These areas are virtually 
the same (although the decision alterna- 
tives may not be) in every business. Op- 
erations research can assist management 
by developing systematic means to pro- 
vide logically related financial facts so 
that the opportunity will exist to make 


better decisions. “Opportunity” is used 
advisedly, since operations research can. 
not manage or replace the business man’s 
judgment, but only establish the useful 
facts in a logical manner. 

The following discussion describes 
the areas in which all business manage. 
ments require information (whether sys- 
tematic or intuitive, whether right or 
wrong, they still all must have some 
“‘view”’ of each of the following in order 
to carry on their work), and in which 
operations research has demonstrated 
its ability to help. 

Long-range forecasting. Every busi- 
ness must look to the long-range future, 
either actively or by default. The busi- 
ness man bases decisions as to replace- 
ment policies, expansion, product devel- 
opment, research, etc., in part, at least, 
upon the long-range forecast. Forecasts 
are uncertain by nature; the explicit 
nature and import of the uncertainties 
can be laid bare by the systematic pro- 
cedures of operations research. 

Short-range forecasting. Systems to 
characterize the likelihood of specific 
events occurring, are part and parcel of 
almost all every-day operations in bus- 
ness. These systems may be “‘top of the 
head” or “‘seat of the pants,”’ but man- 
agement uses them to decide on such 


questions as production, inventory, pur | 


chasing, and pricing. Procedures pro- 








viding information to assist in making | 


judgments in the face of uncertainty are 
involved in almost all so-called inver- 
tory, stock, and waiting-line problems 
of operations research. Making explicit 
the consequences of the uncertainty is 


again a key ingredient in such systems, | 
as we Shall attempt to illustrate in an 


example later on. 


Cost determinations and cost analyses. | 
Knowledge of costs is generally accepted | 
by business men as one requirement for | 


good management decision. Determine | 


tion of adequate cost information cal | 


be a complex and intricate task. There 


are uncertainties also in such determr | 


nations. The approach and methods 
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operations research can provide tech- 
niques which are logical and helpful in 
making the determinations and which 
indicate the kinds of errors and uncer- 
tainties which are a natural part of the 
variations inherent in industrial and 
commercial operations. An example of 
the use of mathematical techniques to 
assist in cost determination and analysis 
will be discussed below. 

The balancing of resources and facili- 
ties. Bottlenecks slowing or stopping 
production, idle equipment, excess per- 
sonnel, and inadequate service facilities 
are symptoms of imbalance. In complex 
situations (e. g., many machines or al- 
ternate resources; many products or al- 
ternate demands), management may de- 
velop efficient allocation without effec- 
tive systematic procedures, but usually 
only after long periods of trial and error. 
Operations research offers a number of 
approaches to aid decision-makers in 
these cases, such as linear programming, 
dynamic programming, and queuing 
theory, among others. From the busi- 
ness man’s point of view, the utility of 
a particular solution will depend directly 
on its capacity for exposing the inter- 
relationships of the factors involved and 
its possibilities of being implemented in 
the actual situation. Proper balancing 
thus requires knowledge of costs as well 
as forecasts of what is likely to happen. 

Activity sequencing. Closely related to 
balancing of resources is activity se- 
quencing—another area in which all 
managements must make decisions, and 
in which, therefore, they require infor- 
mation. Decisions must be made as to 
what to do, when to do it (and in what 
order), and information as to what was 
done and when must be returned for the 
next cycle of decision. Again, for effi- 


— 


ciency, this area of information should 
be set against information about balance 
of facilities, allocation of resources, 
cost forecasts, and magnitude of un- 
certainties. Techniques of simulation 
(i. e., “operating” facilities on “‘paper” 
using various rules) can be utilized to 
provide information about likely cost 
and revenue consequences. 

Resource acquisition. Every business 
must acquire resources—raw material, 
equipment, personnel, etc. The manner 
in which this is done affects profits and 
returns on investment. The approaches 
of operations research may be utilized 
to furnish management with informa- 
tion which will permit decisions to be 
made with effective data on hand. Clear- 
ly, knowledge of costs, forecasts, and 
scheduling is necessary if such methods 
are to be efficient. 

Performance evaluation. Linking all 
of the areas described, the executive 
must somehow decide whether what was 
done was effective, and he must evaluate 
performance throughout the enterprise 
in terms of objective standards. To logi- 
cally establish such standards in a sys- 
tematic manner requires knowledge of 
the possible (i. e., forecasts, balancing 
and scheduling methods, resource ac- 
quisition). Operations research has the 
tools to put together such performance 
evaluations for individual departments 
and for the business as a whole. 

None of the above can be done either 
in a vacuum or single-handedly by any 
one approach. There must be joint ef- 
forts of executives, accountants, meth- 
ods and procedures personnel, data pro- 
cessors, and others, along with the op- 
erations research scientists, if the tasks 
which can be accomplished are actually 
to get done.* 


* The reader who wishes to gain a deeper and more technical knowledge of operations 
research may find helpful the following selected references: Moroney, M., Facts From Figures, 
Penguin Books, Baltimore, 1956; Sasieni, M. W., Yaspan, Arthur, and Friedman, Laurence, 
Operations Research: Methods and Problems, John Wiley & Sons, Inc., 1958; Vazsonyi, Andrew, 
Mathematical Programming for Business and Industry, John Wiley & Sons, Inc., 1958; Miller, 
David W. and Starr, Martin K., Operations Research and Executive Decisions, Prentice-Hall, 
New York, 1960: Churchman, C. W., Ackoff, R. L., and Arnoff, E. L., Introduction to Operations 


Research, John Wiley & Sons, Inc., 1958. 
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To illustrate the use of the approaches 
mentioned in problem areas of interest 
to accountants, two examples will be 
discussed. The first will describe the use 
of statistical methods in providing bal- 
anced inventories in a complex produc- 
tion-distribution system. The second 
will outline some ways of utilizing math- 
ematical methods in cost determination 
and analysis. 


USE OF OPERATIONS RESEARCH IN 
AN INVENTORY PROBLEM 

When a retailer orders goods from a 
manufacturer’s distributor, he expects 
to receive immediate shipment. What is 
immediate shipment? Let us say that it 
means shipment off the shelf or within 
twenty-four hours. If the order is un- 
usually large it may mean partial ship- 
ment immediately, with the remainder 
within a few days. These conditions are 
then descriptive of “desirable customer 
service.” 

For a given price and quality of prod- 
uct, the customer will often favor the 
manufacturer whose distributors offer 
the best service. This permits the cus- 
tomer to provide good service to his own 
customers with a minimum investment 
in inventory of his own. Expeditious 
filling of orders at all levels is an ac- 
cepted requirement of successful indus- 
trial operation. How is “desirable” 
service achieved ? 

One obvious rule of good service is 
that in order to serve, you must have. 
Hence, the manufacturer must have the 
items available for shipment both from 
his own stocks and those of his distribu- 
tors. This seems to suggest quite a simple 
goal: just manufacture and have the re- 
quired item on hand. But, can this be 
done under all circumstances? Or, rath- 
er, can this be done profitably? For ex- 
ample, suppose that there is a particular 
type of item for which there are three 
orders per year—some years the average 
order is for 1,300 units, whereas in oth- 
ers it has been as high as 10,000 units. 
In some years all orders have come in 


during the same week. What does the 
manufacturer do? Should he make 
30,000 units each year and store them 
in three different warehouses? One fur. 
ther consideration before we answer: 
there are, say, 600 distinct items in this 
category. Should he make and store 
18,000,000 units of product to be able to 
offer good customer service? If each 
unit costs a dollar, this means tying up 
$18,000,000 in inventory to be able to 
provide good customer service. If we 
operate with only $9,000,000 in inven. 
tory we are likely to be frequently out of 
stock and must do a good part of our 
business on a back-order basis. Is this a 
better policy? Will our customers toler- 
ate it? Let us now examine the problem 
in a more systematic way, using the ap- 
proach and methods of 
research. 

Our task is to formulate this problem 
so as to yield an answer which sets in- 
ventory levels and determines costs re- 
quired to provide and maintain desired 
customer service. In order to describe 


the problem properly, we must specify } 


the manufacturing-distribution system, 
the associated costs and lead-times, and 
means for management to control the 
level of customer service. Then we may 
be able to develop a calculation proce- 
dure, based on past and current sales, 
various applicable costs, lead-times, and 
a control variable which management 
can use to set service levels. The result 
ing procedure may then be used to set 
inventory levels, by item, at every point 
where service is provided. 

The best way to illustrate the princi- 
ples involved is to work out the details 
of a specific example for a_ single 
product line. 


THE PRODUCT LINE 


Company X manufactures a produc! 
line comprising 800 distinct items, which 
are not interchangeable. It produces it 
large quantities and has a nationwide 
distribution system. In order to facili 
tate distribution and offer local service. 
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Company X has a multi-stage warehous- 
ing system illustrated in Figure I. Prod- 
uct from the manufacturing process 
goes to one of two bulk stocks, one kept 
in the eastern part of the country, and 
the other in the west. When these items 
have been branded with various cus- 
tomer names they are transferred to 
branded stock and held at the same 
location as the bulk stocks. Stock is not 
committed by branding except upon 
demand. 


FIGURE I 


MULTI-STAGE WAREHOUSE 
LINKAGE SYSTEM 
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[tems are shipped from branded stock 
to meet the demands of local ware- 
houses. (The number and location of 
local warehouses is another part of the 
Operations research problem that we 
shall not consider here.) Generally, de- 
mands by the local warehouses in the 
west are filled from the western branded 
stock; similarly, eastern local ware- 
houses are filled from the eastern 
branded stock. Figure II illustrates the 
flow of a specific item through the dis- 
tribution system. It shows customer de- 
mand for 150 units of item AD-9 at the 
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local warehouse, which in turn calls on 
branded stocks at the main warehouse; 
there it is replenished from bulk stocks, 
which in their turn are kept filled by the 
factory. . 

What we must have to solve this man- 
agement problem is a policy which pro- 
vides action criteria for the integrated 
operation of the multi-stage system. We 
must, therefore, know the mechanics of 
movement of items: 

Starting at the local warehouse level, 
the customer (usually a retail store) 
places an order for a specific item with 
the local warehouse. The local ware- 
house fills the order on demand. When 
the local warehouse stocks fall below a 
certain point, an order for a quantity 
of this item is placed against the 
branded stock in, say, the eastern ware- 
house. Remember that the branded 
stock must support the demands of all 
the eastern local warehouses. When the 
branded stock of this item falls below a 
certain level, an order is placed for a 
quantity of bulk stock to be branded. 
Similarly, when the bulk stock of this 
item drops below a specified level, an 
order for a quantity of this item is 
placed with the production department. 
There are various lead-times which ap- 
ply in obtaining an order from the next 
higher stage in the system. At all levels 
except the orders against production, 
the lead-time is only a few days—essen- 
tially the shipping plus handling time. 
The production lead-time averages 
about 42 days. 

In order to gauge the complexity and 
importance of the problem of inventory 
policy, we must remember that there 
are some 600 distinct bulk items; that 
there are about 800 non-interchangeable 
items in the branded stock. 


FORMALIZATION OF THE SYSTEM 


We must study all the variables which 
influence the behavior of the stock of an 
item in the multi-stage production ware- 
house linkage. There is, of course, the 
daily demand (call it D) for a given item, 
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which is a random variable (that is, we 
cannot tell in advance precisely what it 
will be on a given day). We must esti- 
mate the value of the demand at each 
level of the system. If we have reason to 
believe that future demand will behave 
consistently with past demand, it is rea- 
sonable to treat D as a random variable 
with an average and a standard devia- 
tion around that average that can be de- 


termined from actual values of D from 
the near past. (Standard deviation is q 
means of describing the variation of the 
actual values around the average; see 
below.) Study of D might indicate, 
for example, that D has approximately 
certain specific and stable statistical 
characteristics. These characteristics per- 
mit us to measure the standard deviation 
(which is that deviation from the average 
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in which about 34 percent of the daily 
demands may be expected to fall). If we 
do this we may find, for example, that 
the average daily demand is D and the 
standard deviation is \/ D. Dcan be per- 
haps forecast from some running aver- 
age. In the present case, let us say we 
have found a six-month running average 
updated monthly as proper for our 
short-range forecast. 

The kind of inventory policy devel- 
oped is intended to give those in control 
of inventory and production policy 
criteria on when to order a specific item 
and on how much to order. 

The ‘“‘when”’ is triggered by the level 
of the inventory commitment (that is, 
the amount on hand or on order) of a 
particular stock at any time of review. 
The inventory commitment at time of 
reorder is designed to be enough to pro- 
vide desired customer service while 
awaiting the arrival of that particular 
reorder. Thus we must consider the 
lead-time demand, that is, the amount 
which we expect to sell while awaiting 
the arrival of the last reorder. The lead- 
time demand is related to both the daily 
demand D and the lead-time. The lead- 
time (L) is also a random variable, and 
study may show it also has specific and 
stable statistical characteristics, such as 
average L and standard deviation ~/ L. 
The lead-time L and demand D are gen- 
erally independent (that is, one does not 
depend upon the other), which simplifies 
the formulation of the lead-time demand. 
In outlining the procedure for a proper 
multi-stage control policy, we shall state 
the rules but will not go through the ma- 
thematical development. We will, how- 
ever, indicate the statistical plausibility 
of the rules. 


DETERMINING THE REORDER POINT 


How do we determine the reorder 
point (ROP), that is, the level of inven- 
tory commitment at which to issue an 
order? For example, if a certain local 
warehouse can expect delivery from the 


branded stock in about three days, then 
the local warehouse must always have 
at least a three-day supply on hand (or 
in transit) from the branded stock, 
namely the average demand times the 
average lead-time, L»-D = 3 D. But L 
and D are random variables which 
means that more (or less) than D may 
be demanded in any one day and that 
the delivery of an order from the next 
higher level may take more (or less) than 
L days. If we have a commitment of only 
L+D we meet the long-term demand but 
often only on a back-order basis which 
most of our customers will find to be not 
acceptable. To get a better idea of how 
much the lead-time demand can vary, 
we shall use the standard deviation of 
the lead-time demand. In particular, 
the average lead-time demand is L+-D: 
the standard deviation of lead-time de- 
mand is +/L ~/ D (D + 1). If we set the 
commitment at 


LeD+ 2/L VD(D + I), 


that is meeting the mean lead-time 
demand plus 2 standard deviations, 
this will take care of the demand about 
98 percent of the time. However, it is 
more useful to represent the reorder 
point as: 

ROP=LD+KVL VD(D +1) 
where K is the number of standard devi- 
ations of safety stock provided as a 
hedge against stockout. K is the key 
management control in the system, and 
will be discussed in greater detail later. 

Consider the following example: At a 
given warehouse, one item has histori- 
cally an average demand D, = 100 units 
per day, and a second item has an aver- 
age demand D,. = 400 units per day. 
Assume the average order lead-time 
from the next higher stage is L = 4 days. 
Calculate the reorder point for, say, 
K = 1.5. 


ROP, = L-D, a KVL VD; (D; = 1) 
=4+100 + 1.5 +/4 1/100 (101) 
~ 400 + 300 = 700 


OPERATIONS RESEARCH APPLIED TO BUSINESS PROBLEMS e@ 535 








LD. + KVL ~ D>» (D> + 1) 
4-400 + 1.5 (2) 400 
1600 + 1209 = 2800 





ROP; 


v 


2? 


Note that in this particular case, the 
inventory commitment at the reorder 
point is proportional to the demand. 
For D greater than 10 units per day, we 
may, with very small error, approximate 
the reorder level as follows: 


ae K 
ROP =LD}\1 + 
I ue r| 
In summary, when the inventory com- 
mitment, that is, the amount on hand or 
on order of any item, drops below the 
reorder point, ROP, it is time to request 


an order from the next higher stage of 
stocks. 


DECIDING ON HOW MUCH TO ORDER 

Now that we have developed a rule 
for when to order, how shall we decide 
on how much to order ? There are gener- 
ally two costs involved. These are: (1) 
the cost of ordering, and (2) the cost of 
carrying inventory. (In the case of order- 
ing from production, there is also the 
setup cost, which affects the amount to 
order in much the same manner as the 
ordering cost.) We would like our re- 
order quantity to be such that the sum 
of inventory carrying cost and the costs 
of placing orders is minimized. That is, 
if we order small amounts frequently we 
will have low inventory and low inven- 
tory costs but high costs of placing the 
frequent orders. Conversely, if we place 
large orders only occasionally, we will 
have large inventories and high inven- 
tory costs, although ordering costs will 
be low. Somewhere between these ex- 
tremes there is a reorder quantity where 
the sum of the ordering costs and the 
inventory carrying cost is a minimum. 
This quantity is called the Economic 
Order Quantity and is abbreviated EOQ. 

We may illustrate the way in which 
the EOQ is obtained in the following 
example. 

Let 250 D be the average yearly de- 
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mand for a particular item in units, q 

equal the purchase quantity. C, be the 

cost of placing an order, and C; the cost 

of holding a unit in inventory for one 
250 D 


year. Then equals the number of 


purchases in one year (250 business 
days) and the purchasing cost is 


c, (2) 
q 


Also q/2 is the average inventory 


; C; 
during the year, and it is the 


inventory carrying cost. Then the total 
expected cost (TEC) is 


250 | 
rec = ¢, (708) 4 Sa 


The methods of the calculus show us 
that the minimum total expected cost 
is achieved when g = ¥500 D a. 
If we say D = 100, C; = $1 per unit per 
year, C, = $20, then g = 1,000, that is, 


i = : 











= 1,000. 


In the case above where we considered 
the reorder point for 


D = 100, K = 1.5, L = 4, 


and determined the ROP as 700 units, 
every time the inventory commitment 
dropped to 700 units, we would place 
a reorder for 1,000 units against the 
next higher stage. 

Consider the following example, sum- 
marized in Figure II. Assume that the 
average demand for a given item is 100 
units per day at the local warehouse 
shown, that the demand against the 
branded stock is 1,000 units per day 
(remember that the branded stock sup- 
ports several local warehouses), and the 
demand for bulk stock is also 1,000 
units per day. 

Setup plus ordering costs are $200 at 
the bulk stage and $20 at the stages be- 
low bulk. We assume that the other 
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costs used already apply and proceed to 
calculate the reorder points and eco- 
nomic order quantities for each stage 
for K = 1.5 and the lead-times shown. 
The results are as shown in Figure II, 
and the effect of a customer order for 
150 units is illustrated. 


SAFETY STOCK, CUSTOMER SERVICE 
AND MANAGEMENT CONTROL 


The customers who order from local 
warehouses generally require immedi- 
ate service. They feel that the supplier 
should ship immediately from stock. 
This is possible only if there is stock on 
hand, and this is very closely tied in 
with the control variable, K. K is man- 
agement’s control over the investment 
ininventory. When K is high, say K = 3, 
the inventory is high, the costs are high, 
and the service is perhaps much better 
than anyone ordinarily can afford to 
give. When K is low, say K = 0, the 
inventory is low, the costs of carrying 
inventory are low, service is much of 
the time on a back-order basis and per- 
haps not tolerated by customers. Some- 
where in between is a value of K which 
will provide a proper compromise be- 
tween service and cost of service. 

There is a very useful measure of 
whether management has assigned the 
proper value of K, and that is the num- 
ber of customer complaints. Often, if 
there are no customer complaints, the 
service provided is too expensive. If cus- 
tomers are lost due to poor service, ob- 
viously the service is not good enough. 


If there are only occasional complaints, 
then the service is possibly about right. 
This is, in fact, how management can 
seek the best level for maintaining a 
balanced inventory. 

The advantages which this type of in- 
ventory control system gives to manage- 
ment are: 

1. The inventory is in balance; that 
is, stocks are set in accordance with 
lead-time, demand, and various costs 
to give desired customer service by item 
across the product line. 

2. The level of customer service is 
established by management by assign- 
ing K in accordance with their best 
judgment. Managements have consider- 
able choice in this, for instance, in pro- 
viding specified service by item classi- 
fications. Thus, they may want to offer 
better service (say K = 2.0) for fast- 
moving items than for slow-moving 
items (say K = 1.5). 

Management is also prepared to 
maintain its position in the face of di- 
rectives from above. For example, if 
top management orders a 10 percent 
cut in inventory, factory management 
can reduce K in increments to this ob- 
jective level and still keep the inventory 
in balance without necessarily causing 
a crisis in production. 

This is but one example of the use of 
systematic analysis to develop informa- 
tion systems which will aid manage- 
ments in making decisions. Another ex- 
ample in a different area will be dis- 
cussed in the second part of this article. 
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Recovering Overpayment 
of City Excise Taxes 


By MAX BROFMAN 


Erroneous tax payments to the City of New York may be re- 
covered by any one of the following three methods: refund 
procedures outlined by the local laws and regulations; common 
law action in the courts for money had and received; and appli- 
cation of the doctrine of recoupment. In elaborating upon these 
methods, the author emphasizes the element of timeliness of 
refund action and considers such technical features as the form 
of application to be made or action to be taken. 


I N the face of the increase in the num- 
ber and rates of taxes that have been 
imposed in recent years, and in the 
light of recent decisions of the courts 
holding certain types of transactions 
in the area of interstate commerce sub- 
ject to tax, as a result of which the 
tax burden has become more and more 
onerous, it might be refreshing to re- 
evaluate the measures of relief that are 
available when an overpayment of tax 
has been made. Surely, a taxpayer 
whose tax liabilities keep mounting 
year in and year out should be aware 
of the available remedies for a re- 
fund or any other method of recovery 
of taxes that might have been over- 
paid. Accordingly, the purpose of 
this article is to point out methods by 
which tax overpayments of New York 
City excise taxes may be recovered in 
the event of erroneous overpayment. 
Basically, there are three methods 





MAX BROFMAN is Chief Tax Counsel of 
the Bureau of Excise Taxes, Office of the 
Comptroller, The City of New York. 


of recovering erroneous tax payments 
made under the City’s excise tax laws. 
Recovery of such tax payments, how- 
ever, may involve either an actual pay- 
ment by the City to the taxpayer, or 
a credit to the taxpayer by way of off- 
set (recoupment) against existing tax 
liability without necessarily resulting in 
an actual refund to the taxpayer. 

Erroneous tax payments may be re- 
covered by any one of the follow- 
ing methods: 

1. In accordance with the refund 
procedures outlined by the local laws 
and regulations thereunder, pursuant 
to which the particular tax was paid. 

2. Common jaw action in the courts 
for money had and received. 

3. Application of the doctrine ot 
recoupment (offset). 


REFUND PROCEDURES 


The local laws generally provide 
that an application for refund of taxes 
erroneously, illegally or unconstitu- 
tionally collected or paid, must be 
filed with the Comptroller within one 
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year from the date of payment thereof. 
The local laws also provide for a hear- 
ing upon such application. In event 
of a denial of application for refund, 
the determination of the Comptroller 
denying the refund may be reviewed in 
the courts through an Article 78 pro- 
ceeding. An Article 78 proceeding re- 
fers to a proceeding against a body or 
officer brought in the Supreme Court 
of the State of New York, authorized 
by Article 78 of the Civil Practice 
Act. 

Of course, if a refund is granted, no 
court proceedings are necessary. In 
this connection, no special form of 
application for refund is required. It 
must be in writing specifying the 
amount and type of tax overpaid, the 
date of payment, and such other in- 
formation as the Comptroller may re- 
quire. A cancelled check or other 
evidence of payment of the tax must 
also be submitted. 

The claim must be signed by the 
applicant. The important thing to re- 
member is to file the claim within one 
year from the date of payment of the 
tax sought to be refunded. 

There are other situations where a 
refund may be made without direct 
application therefor by the taxpayer. 
Where the Comptroller finds that the 
tax was paid erroneously, illegally or 
unconstitutionally, he may order the 
refund on his own initiative within one 
year from the time of payment of the 
tax. This is currently done in the case 
of apparent errors appearing on the 
face of a return. Of course, in such 
cases as in most other cases where a 
refund is made, the refund is made 
subject to further audit by the Comp- 
troller. In some instances, an audit 
may be directed in the first instance 
to determine whether a refund is due. 

In lieu of a refund, a credit may be 
authorized to be applied against any 
taxes due from the applicant on any 


subsequent returns to be filed by him. 

Generally, no refund may be granted 
under the local law unless the pro- 
cedure outlined therein for the filing of 
a claim for réfund is complied with. 
This is so by virtue of the exclusive 
remedy provisions which are found in 
all the local laws imposing the City’s 
excise taxes. For example, the exclu- 
sive remedy provision of the Sales Tax 
Law reads substantially as follows: 

Remedies Exclusive—The remedies pro- 
vided by sections N41-7.0 and N41-8.0 of 
this title shall be exclusive remedies avail- 
able to any person for the review of tax 
liability imposed by this title; and no de- 
termination or proposed determination of 
tax or determination on any application 
for refund shall be enjoined or reviewed by 
an action for declaratory judgment, an ac- 
tion for money had and received or by 
any action or proceeding other than a pro- 
ceeding in the nature of a certiorari pro- 
ceeding under article seventy-eight of the 
civil practice act; provided, however, that a 
taxpayer may proceed by declaratory judg- 
ment if he institutes suit within thirty days 
after a deficiency assessment is made and 
pays the amount of the deficiency assess- 
ment to the treasurer prior to the institu- 
tion of such suit and posts a bond for costs 
as provided in section N41-7.0 of this title. 

But, assuming a taxpayer has failed 
to comply with the provisions of the 
laws by failing to apply for a refund 
within one year from the date of pay- 
ment of the tax, does it necessarily 
mean that he is without remedy in any 
case for the recovery of an erroneous 
tax payment? Not necessarily, as will 
soon be demonstrated. 


COMMON LAW ACTION FOR 
MONEY HAD AND RECEIVED 


Despite the exclusive remedy pro- 
visions of the local laws, a taxpayer 
has the right to bring a common law 
action for money had and received 
under certain circumstances. Such an 
action may be brought where the 
claim is based upon the unconsti- 
tutionality of the statute or the in- 
applicability of the tax to the taxpayer. 
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(Title Guaranty & Trust Co. V. City 
of New York, 265 App. Div. 304, affd. 
290 N. Y. 910; All American Bus 
Lines v. City of New York, 268 App. 
Div. 508, affd. 296 N. Y. 571. See 
also Richfield Oil Corp. v. City of 
Syracuse, 287 N. Y. 234; National 
Steel Corp. v. City of New York, 1 
Misc. 2d 1012, affd. 283 App. Div. 
867.) 

It must also appear that the tax 
was paid under protest unless it was 
made under duress. (Sloan Estates 
Inc. v. City of New York, 175 Misc. 
674, affd. 262 App. Div. 722, affd. 
287 N. Y. 818; Title Guaranty & Trust 
Co., supra.) Finally, a common law 
action for money had and received 
must be brought within six years from 
the date of payment of the tax. How- 
ever, where the payment was made 
under mistake of fact, the exclusive 
remedy provisions requiring the filing 
of an application for refund within one 
year from the date of payment may 
be applicable, and in such case an ac- 
tion for money had and received may 
not lie. 

It is quite obvious that payments 
made under mistake of fact could not 
and need not be made under protest 
and that the protest requirement can 
only be applicable to payments made 
under mistake of law. It is also ob- 
vious that a tax though not paid un- 
der protest, but if paid under duress, 
could properly be recovered in an ac- 
tion for money had and received. The 
mere threat to exercise legal rights, 
such as the threat of making an assess- 
ment of tax and penalties, does not 
constitute duress so as to support an 
action for money had and received. 
Nor does the mere provision in the 
local law imposing the tax and call- 
ing for penalties and enforcement in 
the event of failure to pay the tax, 
constitute cause for duress. (United 
States Envelope Company v. City of 
New York, 3 N. Y. (2d) 418; Title 
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Guaranty & Trust Co. v. City of New 
York, 265 App. Div. 304, affd. 290 
N. Y. 910.) 

As to the necessity for payments to 
be made under protest, or under 
duress, as a basis for an action for 
money had and received, the Court, in 
Mercury Machine Importing Corp. v. 
City of New York, 3 N. Y. (2d) 418, 
425, said: 


Voluntary payments cannot be recovered. 
Payment under protest is an indication that 
a tax is not paid voluntarily. Protest is 
not necessary to dispel the implication of 
voluntariness in event of duress, where pre- 
sent liberty of person or immediate pos- 
session of needful goods is threatened by 
nonpayment of the money exacted (Pey- 
ser Vv. Mayor of City of N. Y., 70 N. Y. 
497; Adrico Realty Corp. v. City of New 
York, 250 N. Y. 29). Payment after a 
tax has become a lien “is not voluntary, for 
the menace of the lien with penalties added 
for delay . . . has the effect of rendering 
it compulsory” (People ex rel. Wessel, 
Nickel & Gross v. Craig, 236 N. Y. 100, 
104, and cases cited). In the present in- 
stance, this tax has not become a lien, and 
neither liberty of the person nor immediate 
possession of needful goods was threatened 
when these payments were made. Plaintiffs 
were not under any recognized form of du- 
ress (Tripler v. Mayor of City of New 
York, 125 N. Y. 617, 626-627), conse- 
quently lack of protest is not excused on 
that ground (Title Guar. & Trust Co. V. 
City of New York, 265 App. Div. 304, affd. 
290 N. Y. 910; Sloane Estates v. City of 
New York, 175 Misc. 674, affd. 262 App. 
Div. 722, affd. 287 N. Y. 818). (Emphasis 
supplied. ) 


Under the New York City Charter, 
Section 93d, the Comptroller has 
power to settle and adjust all claims in 
favor of or against the City in such 
manner as shall be prescribed by law. 
Accordingly, the Comptroller may pay 
or adjust any claim which in a court 
action the City would be compelled 
to pay. The Administrative Code 
(Section 93d-1.0) states that in settling 
or adjusting claims, the Comptroller, 
as far as practicable, “shall be gov- 
erned by the rules of Jaw and prin- 
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ciples of equity which prevail in courts 
of justice.” Hence, the Comptroller is 
barred from settling or adjusting claims 
filed subsequent to the six-year period 
of limitation prescribed for an action 
for money had and received. Conse- 
quently, a taxpayer who could properly 
bring such an action (within the limi- 
tations hereinbefore described) may, 
indeed should, file a claim with the 
Comptroller for the amount of tax for 
which such an action may be brought. 
If the claim, in the judgment of the 
Comptroller, is such that would be re- 
coverable in an action for money had 
and received, a refund would be 
granted. 


APPLICATION OF THE DOCTRINE 
OF RECOUPMENT 


Where a refund of an erroneous 
payment of tax is barred by either 
a failure to comply with the exclusive 
remedy prescribed in the local law, or 
by reason of the fact that an action 
for money had and received will not 
lie, such overpayment may be recouped 
against any determination for tax de- 
ficiency made against the taxpayer. 
This has been established in the case 
of National Cash Register v. Joseph, 
299 N. Y. 200. In that case, the tax- 
payer filed a claim for refund for sales 
tax in the sum of approximately 
$11,000 for the period from April 1, 
1936 to September 30, 1940. The 
claim was not filed within one year 
from the payment of the tax. The re- 
fund claim arose out of taxes paid by 
the taxpayer on the full purchase price 
of installment sales made to New York 
City customers, which sales were sub- 
sequently cancelled because of a de- 
fault in payment thereof by the pur- 
chasers. The claim was filed for the 
tax paid on the unpaid balance of 
these cancelled sales. Upon audit, a 
deficiency assessment for sales tax was 
made for approximately $45,000 for 
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the period from September 1, 1935 to 
December 31, 1940. The deficiency 
was based upon various sales upon 
which taxpayer did not pay taxes, hav- 
ing claimed deductions which were dis- 
allowed on audit. No credit was given 
in the assessment for the amount of er- 
roneous tax payments for which a re- 
fund claim had been filed. The refund 
claim was denied by the Comptroller. 
In an Article 78 proceeding to re- 
view the Comptroller’s determination 
of tax deficiency and the Comptroller's 
determination denying the claim for re- 
fund, the taxpayer contended it may 
recoup the amount of its refund claim 
because the City opened up the ques- 
tion of the taxpayer’s tax liability by 
making a deficiency assessment for a 
period which embraced the period 
covered by the claim for refund. The 
Court of Appeals, in reversing the Ap- 
pellate Division and finding for the 
taxpayer, stated as follows: 


The dissenters in that [Appellate Divi- 
sion] court said: “As respondent (comp- 
troller) has opened the question of peti- 
tioner’s sales tax liability and determined 
a deficiency for past years, it seems to us 
that petitioner should be entitled to set off, 
against any deficiency finally determined, 
the amount of any overpayment of sales 
taxes made during the period under review, 
although petitioner did not file a timely 
refund claim.” (274 App. Div. 920.) We 
are of that opinion. 

“Recoupment” means a deduction from a 
money claim through a process whereby 
cross demands arising out of the same 
transaction are allowed to compensate one 
another and the balance only to be re- 
covered (Ives v. Van Epps, 22 Wend. 155, 
156-157; Peuser v. March, 218 N. Y. 505). 
Of course, such a process does not allow 
one transaction to be offset against another, 
but only permits a transaction which is 
made the subject of suit by a plaintiff to be 
examined in all its aspects, and judgment 
to be rendered that does justice in view of 
the one transaction as a whole. (Rothen- 
sies v. Electric Storage Battery Co., 329 
U. S. 296, 299; Village of Charlotte v. Keon, 
207 N. Y. 346; see Bull v. United States, 
295 U. S. 247; cf. Lewis v. Reynolds, 284 
UW. Se 281.) 
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Here the city reopened the matter of the 
sales tax liability of the vendor for the 
period September 1, 1935, to December 
31, 1940, and assessed a tax deficiency 
against it for that period. The vendor, as 
we think, was thereby given an equitable 
right to plead against the city a recoup- 
ment claim for taxes of the same type 
which the vendor (as it alleges) had er- 
roneously paid to the comptroller in the 
same period. 


It is to be noted that the recoupment 
was allowed since the same type of tax 
was involved both in the transactions 
against which a tax deficiency was de- 
termined and in those upon which taxes 
were erroneously paid by the taxpayer. 

As a result of that decision, an off- 
set by way of recoupment of the same 
type of tax as has been overpaid will 
be allowed against the deficiency of 
the same type of tax, within the period 
of audit. However, in the event ap- 
plication of the offset would result in 
a net credit to the taxpayer, no refund 
thereof will be made to the taxpayer 
unless a timely application for refund 
had been made to the Comptroller. 
Again, it must be repeated that the 
offset or credit is only allowable by 
way of recoupment against a tax de- 
ficiency, and not as a refund. In order 
for a tax to be refundable, an applica- 
tion for refund must be made within 
the time prescribed by the local laws, 
viz., one year. 

While the doctrine of recoupment as 
applied by the Comptroller relates to 
offsetting an overpayment of tax 
against a deficiency of tax of the same 
type, an exception has been made in 
the case of utility and business tax. For 
example, an overpayment of sales tax 
will be offset against a sales tax de- 
ficiency, but will not be allowed 
against a utility or business tax de- 
ficiency since the sales tax, which is a 
transaction tax, is different in type from 
the utility or business tax. On the 
other hand, where a payment has 
been made of a business tax when, in 
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fact and in law, a utility tax should 
have been paid, or vice versa, the 
Comptroller has allowed an offset by 
way of recoupment of an overpayment 
of the business tax against a utility 
tax deficiency, and vice versa. This is 
on the theory that the business tax 
and the utility tax are deemed to be 
of the same type of tax, to wit, a priv- 
ilege tax. In no event, however, will 
a refund be made of any overpayment 
of tax unless a timely application for 
refund therefor had been made to the 
Comptroller. 

One further word in connection with 
the doctrine of recoupment. It is not 
applicable, even where the same type 
of tax is involved, to erroneous tax 
collections which are sought to be off- 
set against the taxpayer’s own tax lia- 
bility. For example, a contractor who 
is engaged for a lump sum in the re- 
pair, alteration, or construction of real 
property, and who erroneously collects 
sales tax on the total charge or any 
portion thereof made by him to his 
customer, may not claim the right to 
offset such erroneous sales tax col- 
lections against a tax deficiency deter- 
mination against him as the purchaser 
of all materials used or consumed by 
him and for which he is liable for the 
sales tax. In such case, while the same 
type of tax is involved, nevertheless, 
the customers who erroneously paid 
the tax might have the right to make 
application to the Comptroller for re- 
fund. To permit offset to the contrac- 
tor in such case would be giving him 
credit against his own tax liability for 
taxes not paid by him, but erroneously 
collected by him from others. (Cf. 
Matter of Kesbec v. McGoldrick, 278 
N. Y. 293.) 

It should be observed, however, that 
an offset by way of recoupment for 
overpaid taxes against a tax deficiency 
is only available upon an audit of the 
taxpayer’s books and records result- 
ing in a determination of tax de 
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BASIC ETHICAL PRINCIPLES 
n with It seems to me that there are three basic principles of con- 
is not duct for the accountant in practice. The first is that the member 
> type must be honest with himself and with others, a man of integrity, 
Is tax character and common sense. The second, of equal importance, 
e off- is that he should do unto others as he would that they should do 
x fie to him. The third is that he should do all that he can to main- 
: tain the esteem and respect in which his profession is held by 
r who 
the public. ... 

he sail The chartered accountant must not certify or sign some- 
of real thing which he does not believe to be true. He must not allow 
dllects himself to believe something to be true unless and until he has 
r any obtained adequate and proper evidence, weighed it duly in the 
(0 his balance and found on adequate and proper grounds that it justi- 
sht to fies his finding. In deciding whether any particular thing is true 
- col or false he must try to put himself in the position of an intel- 
deter- ligent reader who is without inside information and see whether 
‘haser | such a person would be likely to be misled. Clever combinations 
ed by of words which are literally correct but convey a misleading 
-. the significance to an intelligent reader should be avoided. 

same Sir THOMAS Rosson, “Ethics for the Accountant in Practice,” 
ieless, THE ACCOUNTANT [England], April 1960 
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Depletion In The Ojil 
And Gas Industry 


By Harry I. CoBERN, CPA 


The various aspects of the depletion problem are covered in 
this article. The author first defines the various terms, such as 
Book Cost Depletion, Tax Cost Depletion, Percentage Deple- 
tion, Allowable Depletion, Reduction in Basis Depletion and 
Excess Depletion. By means of a comprehensive illustration, he 
then proceeds to explain each of the applicable calculations. 


AAny discussion of depletion in the oil 
and gas industry must, by its nature, 
lead to many other problems peculiar 
to the industry. This article, however, 
will deal specifically with the depletion 
problems affecting both the operator 
of, and the investor in, oil and gas 
properties. For the operator, the arti- 
cle will be concerned with both the 
financial and federal income tax re- 
porting problems. For the investor, 
only the federal income tax reporting 
problems will be discussed. As an in- 
troductory consideration, it may be 
noted that an investment may be in 
the form of a lease interest, a land- 
owner’s royalty, an oil payment, or 
other economic interest. The investor 
generally relies on the operator to 
furnish him with the information from 
which to calculate depletion. This in- 
formation comes to the investor either 





HARRY I. COBERN, CPA, is chairman 
of our Society’s Committee on Petroleum 
Industry Accounting, and was formerly 
chairman of the Committee on Accounting 
Machinery. Mr. Cobern is a partner in the 
firm of Rosenthal, Shepard & Cobern, certi- 
fied public accountants. 


in the form of a copy of a partnership 
return or as an accounting by the 
operator of the funds of the operation. 


DEFINING THE TERMS 


FINANCIAL ACCOUNTING 


Property subject to depletion. Other- 
wise known as the “depletable asset,” 
this item represents the amount in- 
vested in an economic interest in an 
oil or gas property. Excluded are 
amounts expended for items subject to 
depreciation. For financial reporting 
purposes, the asset includes develop- 
ment expenses and those completion 
costs which are not in the nature of 
depreciable property. Intangible drill- 
ing costs are generally considered part 
of the asset. For tax purposes, how- 
ever, intangible drilling costs usually 
are deducted as incurred and are there- 
fore not considered part of the asset. 

Book cost depletion. This term de- 
scribes that portion of the depletable 
asset which has been exhausted each 
year. The amount is determined by 
first dividing the book value of such 
property at the end of the year (before 
provision for current year’s depletion) 
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by the estimated remaining barrels of 
oil or m.c.f. (1,000 cubic feet) of gas 
to be recovered as of the end of the 
year (before current year’s produc- 
tion). This gives the depletion unit or 
rate of depletion for each barrel of oil 
or m.c.f. of gas produced. Book cost 
depletion is calculated by multiplying 
the number of units produced by the 
depletion per unit. 


FEDERAL INCOME TAX REPORTING 


Property subject to depletion. For 
tax purposes? this generally differs 
from the asset as defined for purposes 
of financial accounting. The basic dif- 
ference is accounted for by the intangi- 
ble drilling costs which the operator 
has elected to deduct currently. Prop- 
erty is defined in the Internal Revenue 
Code of 1954 ? as each separate inter- 
est owned by the taxpayer in each 
mineral deposit in each separate tract 
or parcel of land. The Code requires 
that depletion be computed by prop- 
erty,> except that certain interests may 
be aggregated.* The basis of this prop- 
erty is the same as that used for the 
determination of gains under Section 
1011.5 

Gross income from property. This 
represents the proceeds (net of royal- 
ties and severance taxes) from the sale 
of oil and gas extracted from the prop- 
erty, and is the basis used for comput- 


1 All section references refer to the In- 
ternal Revenue Code of 1954. 

*Sec. 614 (a). 

3Sec. 612. 

4Sec. 614 (c). 

5 Sec. 612. 

® Regs. Sec. 1.613-3 (a). 

7 Cherokee Brick & Tile Co. v. U. S., 122 
F. Supp. 59 (DC Ga. 1954), 46 AFTR 22 
— 218 F 2d 424 (CA-S5, 1955), 46 AFTR 

8 Merry Bros. Brick & Tile Co. v. U. S., 
(DC Ga, 1956) 145 F. Supp. 186, 50 
AFTR 414, aff'd. 242 F. 2nd 708 (CA-5, 
wy hy AFTR 2062, cert. den., October 


ing the depletion deduction under the 
27% percent test. Gross income has 
been further defined as the amount for 
which the taxpayer sells oil and gas in 
the immediate vicinity of the well.® It 
shold be noted that miner-producers 
of tiles,’ bricks,’ cement,® and chemi- 
cal-grade limestone 1° may consider the 
proceeds of sales of these end products 
as gross income for depletion purposes. 
However, the regulations’! and the 
courts 1° state that where gas or oil is 
not sold on the property, but is trans- 
ported away from the property and/or 
converted into a refined product prior 
to sale, the gross income from the 
property is the value of the oil or gas 
at the well before such transportation 
or refining. 

Taxable income from property. Pre- 
viously referred to in the 1939 Code 
as “net income from property,” it is 
computed by subtracting from the 
gross income not only all costs and 
expenses directly attributable to each 
property but also an allocated portion 
of the company’s overhead; and it is 
the basis used for computing the de- 
pletion deduction under the 50 per- 
cent limitation. Direct costs attribut- 
able to each property include, amongst 
other things, those development costs 
and intangible drilling costs which the 
operator has elected to deduct cur- 
rently, and depreciation on the equip- 
ment being utilized at each producing 
site. Overhead, for this purpose, in- 
cludes interest on moneys employed 








9 Dragon Cement Co., Inc. v. U. S., 244 
F. 2d 513 (CA-5, 1957), 51 AFTR 429, 
vacating and remanding 144 F. Supp. 188 
(DC Me. 1956), 50 AFTR 364, cert. den., 
October 14, 1957. 

10 Commissioner Vv. lowa Limestone Com- 
pany, 28 TC 881, aff'd. 269 F. 2d 398 
(CA-8, 1959), 4 AFTR 2d 5091. 

11 See note 6 supra. 

12 Greensboro Gas Co. v. Commissioner, 
79 F. 2d 701, 16 AFTR 854 (CCA 3, 
1935). 
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directly or indirectly in acquiring 
and/or operating the property, and all 
other expenses with the exception of 
those charitable contributions which 
are not attributable to the mineral 
property.!* 

An owner of a royalty or an oil 
payment does not contribute toward 
the direct costs and expenses of oper- 
ating the property; therefore, these 
items will not enter into his computa- 
tion of “taxable income from prop- 
erty.” 

Percentage depletion. This is 27% 
percent of gross income from property 
limited to 50 percent of taxable in- 
come from property. Percentage de- 
pletion is computed separately for each 
property.'* 

Tax cost depletion. This is calcu- 
lated in the same manner as “book 
cost depletion,” previously discussed, 
but with three major differences: (1) 
the tax basis of the depletable asset is 
used rather than the basis for financial 
purposes; (2) the basis is reduced by 
the “allowable depletion” (discussed 
below), which may or may not be the 
same as “tax cost depletion”; and (3) 
tax cost depletion is computed by 
reference to minerals sold, whereas 
book cost depletion is based upon 
production. 

Allowable depletion. This item is 
the greater amount of either “per- 
centage depletion” or “tax cost de- 
pletion,’ computed separately for each 
year and for each property. 

One of the changes brought about 
by the 1954 Internal Revenue Code 
deals with the effect of percentage de- 
pletion upon the net operating loss 
carryforwards and carrybacks. Under 
the 1939 Code, for purposes of com- 
puting a net operating loss deduction, 
“allowable depletion” was ignored and 


13 Revenue Ruling 60-74. 
14 Sec. 613. 


only “tax cost depletion” was _per- 
missible in computing the profit or 
loss for any year entering into the cal- 
culation of the net operating loss de- 
duction. Under the 1954 Code the 
full benefits of “allowable depletion,” 
regardless of how computed, are avail- 
able in computing net operating loss 
deductions. Section 172 (g) presents 
the special provisions dealing with the 
carryback of losses from a year cov- 
ered by the 1954 Code to a year or 
years covered by the 1939 Code. 

Reduction in basis depletion. As 
noted previously, the tax basis of the 
depletable asset is reduced by the al- 
lowable depletion. Since the tax basis 
of an asset may not be reduced below 
zero (nor does Section 1011 of the 
Code contemplate a negative basis), 
the cumulative allowable depletion 
which may reduce the basis of the as- 
set is limited to the tax basis of that 
asset. All allowable depletion up to 
and including the total tax basis of the 
depletable asset is known as reduction 
in basis depletion. 

Excess depletion. As a_ taxpayer 
may continue to claim percentage de- 
pletion even after he has recovered the 
tax basis of the asset, the allowable 
depletion in excess of the basis of an 
asset is known as excess depletion. 

Reduction in basis depletion is a 
important factor in determining ear- 
ings, and also accumulated earnings 
available for dividends. This amount 
should be substituted for allowable 
depletion in the determination of earn- 
ings for dividend purposes, which in 
turn affects the taxability of dividends 
paid by certain corporations which 
own or operate interests in oil and gas 
properties. 

EXPLANATION BY ILLUSTRATION 
ASSUMPTIONS 


For purposes of illustration, the 
writer has created a hypothetical entity, 
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namely the XYZ Co., which operates 
the John Doe lease. XYZ Co. owns a 
50 percent working interest in this 
lease. John Doe, the landowner, re- 
ceives a one-eighth royalty in any 
gas or oil produced on his acreage. 
This illustration will deal with the de- 
pletion calculations relating to XYZ 
Co.’s working interest in this lease. It 
should be noted that these calculations 
would be the same if the XYZ Co. 
owned the 50 percent working interest 
and was not the operator. 

Let us assume that in 1953 the 
XYZ Co. paid $50,000 for its 50 per- 
cent interest in this leasehold, and 
spent $25,000 (deducted on its 1953 
tax return) for its share of the intan- 
gible drilling costs (capitalized on its 
books), making a total investment of 
$75,000. XYZ Co. also expended 
$15,000 for its share of the pipe and 
other depreciable equipment neces- 
sary to complete the wells. The lease 
became productive on January 1, 
1954. During 1954 the engineers es- 
timated that there were 200,000 bar- 
rels of oil in place on the John Doe 
lease, so that XYZ Co.’s share will be 
100,000 barrels. We will assume fur- 
ther that the John Doe lease is the only 
source of income of the XYZ Co. dur- 
ing the years 1954 through 1958. 

Exhibit I calculates percentage de- 
pletion based on the above assump- 
tions as to XYZ Co.’s share of the 
production, revenues, costs and ex- 
penses involved in the operations of 
the John Doe lease and the admin- 
istration of the company for the years 
1954 through 1958. In this over-sim- 
plified example, it is assumed that the 
oil runs are sold in the same year as 
they are produced. The gross revenues 
represent XYZ Co.’s share of the pro- 
ceeds of the sale of the oil drawn from 
this lease and consist of 50 percent 
of the revenues after providing for the 
Payment of the landowner’s royalty. 


For simplification, we will assume that 
the average proceeds to the XYZ Co. 
is $2 per barrel of oil. 

In the usual case, where a com- 
pany operates ‘more than one lease, 
overhead and administrative expenses 
are allocated to each lease on the 
basis of either direct costs or rev- 
enues. In this illustration, XYZ Co. 
is operating only this one lease; there- 
fore, all overhead and administrative 
expenses are chargeable against the in- 
come derived from this one operation. 
We will assume further that the XYZ 
Co. paid no interest and made no 
charitable contributions. 

Exhibit II is a calculation of tax cost 
depletion for each of five years. 

Exhibit III is a calculation of de- 
pletion for financial accounting and a 
summary record of the effect of the 
various depletion calculations upon the 
tax basis of the leasehold interests. 

Exhibit IV illustrates the various 
factors entering into the calculation 
of the taxable income, the earnings 
and accumulated earnings available for 
dividends, and also the taxability of 
these dividends. 

In the ensuing discussion, references 
to specific figures in these exhibits are 
parenthetically noted by Roman and 
Arabic numbers which refer, respec- 
tively, to the particular exhibit and 
line. 


THE CALCULATIONS 


The book cost depletion (III-1) is 
computed by multiplying the number 
of barrels of oil produced for the years 
1954, 1955 and 1956 by $.75 
($75,000 investment divided by 
100,000 barrels of oil). However, 
70,000 barrels of oil had been pro- 
duced and sold by the end of 1956, 
and the book value of the leasehold 
interest then stood at $22,500 
($75,000 original investment, less 
$52,500 of book cost depletion). As 
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40,000 barrels of oil were produced __ revision in the estimates of recoverable 
in 1957, the unit rate became $.5625 __ reserves. 

per barrel ($22,500 divided by 40,000 For the year 1954, percentage de- 
barrels). Book cost depletion for that pletion was limited to 50 percent of 


year is $22,500 (III-1), the remain- net income, as this was less than 27:4 
ing book value of the leasehold in- percent of gross income as shown on 
terest. Exhibit I. Tax cost depletion for 1954, 


It should be noted that major oil as shown on Exhibit II, amounted to 
companies review and revise their es- $7,500 (15,000 barrels @ $.50), and 
timates of recoverable reserves period- thus became the allowable depletion 
ically. Based on the revised estimates, claimed by XYZ Co. on its tax retum 
a corresponding change is made in the  (IV-2). The tax return showed a tax- 
per unit rate of depletion. In this ex- able income of $4,500 (IV-4) and 
ample it is assumed that there was no — earnings, and accumulated earnings 





EXHIBIT I 
CALCULATION OF PERCENTAGE DEPLETION 
1954-1958 


1954 1955 1956 1957 1958 





$ $ $ $ $ 
Gross revenue from lease (XYZ Co. share) 30,000 80,000 30,000 80,000 40,000 


i 
2. Direct cost (lease operating expenses, etc.) 10,200 15,200 22,200 26,400 12,000 
3. Depreciation on lease equipment .................... 1,800 4,800 1,800 3,600 — 
4. Overhead and administrative expenses allo- 

ANNE URN ike a ee era 6,000 10,000 12,000 15,000 6,000 


wa 


Net income (loss) from operation of lease ; 
(Line 1 minus the sum of Lines 2, 3 and 4) 12,000 50,000 (6,000) 35,000 22,000 


6. 50% of net income from operation of lease 





MER TRD RD) ioc ss cto cause cas coeds sense as GrexsaTanraxcattcmaitc ses 6,000 25,000 — 17,500 11,000 
7. 274% of gross revenue from lease, Line 1... 8,250 22,000 8,250 22,000 11,000 
8. Percentage depletion (Lower of Line 6 or 

Line 7; enter on Exhibit III, Line 2) ............ 6,000 22,000 — 17,500 11,000 

EXHIBIT II 
CALCULATION OF TAX Cost DEPLETION 
1954-1958 
1954 1955 1956 1957 1958 

1. Remaining tax cost basis—beginning a 

PO os sce cinssdinigsansscduener eSintetevecs peauntee $ 50,000 $42,500 $20,500 $13,667 $ — 
2. Estimated remaining barrels—begin- 

LT i a a er red 100,000 85,000 45,000 30,000 — 
3. Tax cost per barrel (Line 1 ~ Line 2) $ 50° °$  i50 $4555: $4555: -$ = 
4. Runs (sales) for year in barrels .......... 15,000 40,000 15,000 40,000 — 20,000 
5. Tax cost depletion (Line 3 X Line 4; 

limited to remaining balance as shown . 


on Line 1; enter on Exhibit III, Line 3) $ 7,500 $20,000 $ 6,833 $13,667 
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rable EXHIBIT Ill 
CALCULATION OF DEPLETION FOR FINANCIAL ACCOUNTING, AND ALLOWABLE 
> de- DEPLETION AND EXCESS DEPLETION FOR TAX PURPOSES 
: of 1954-1958 
ee 1954 1955 ‘ 1956 1957 1958 
954 FINANCIAL ACCOUNTING 
eye Runs in barrels (produced and sold) each year 15,000 40,000 15,000 40,000 20,000 
-G t0 $ $ $ $ $ 
, and 1. Book cost depletion (limited to $75,000)...... 11,250 30,000 11,250 22,50: = 
etion FEDERAL TAX REPORTING 
2. Percentage depletion (Enter from Exhibit I, 
turn Line 8) .....s...0-. Ne ticle irda: widlesacsctoetociae 6,000 22,000 — 17,500 11,000 
tax- 3. Tax cost depletion (Enter from Exhibit II, 
and BIRO) siisstecersces eveecnenseoneasereensorssesaeconccersessnesenses 7,500 20,000 6,833 13,667 — 
: 4, Allowable depletion (Higher of Line 2 or 3) 7,500 22,000 6.833 17,500 11,000 
nings 5. Remaining tax cost basis (Beginning of year) 50,000 42,500 20.500 13,667 — 
6. Reduction in basis depletion (Line 4, limited 
to Line 5; limited to $50,000). ..................... 7,500 22,000 6,833 13,667 — 
7. Excess depletion (Line 4 minus Line 6) ........ — — — 3,833 11,000 
EXHIBIT IV 
= CALCULATION OF TAXABLE INCOME, EARNINGS, ACCUMULATED EARNINGS, 
am DIVIDENDS AND TAXABILITY OF DIVIDENDS 
2,000 1954-1958 
= 1954 1955 1956 1957 1958 
6,000 . , 5 $ $ $ $ 
1. Taxable income (loss) before depletion or 
is taxes: CExiibrt oD, Ete S$). i. ccccsssssssuscsevesssceese 12,000 50,000 (6,000) 35,000 22,000 
2,000 2. Allowable depletion (Exhibit III], Line 4) 7,500 22,000 6,833 17,500 11,000 
3. Reduction in basis depletion (Exhibit III, 
1,000 MOF Ga ivcscescis tease ovecteccsgacneacsseeeeaatesvacPeadless tare 7,500 22,000 6,833 13.667 — 
1,000 4. Net taxable income (loss) for purposes of 
computing federal income taxes and net 
1,000 sale loss deduction (Line 1 minus Line 
, SRD) wavabuiaccesetinselas ta sacen tea sasactnidsececcs siesgesstesebncisszae 4,500 28,000 (12,833) 17,500 11,000 
3; Federal income tax (assumed to be 50% of 
NEU TANGUIG INCOME): <2 ccccssesezecesexassoseotacecssccovss 2,250 14,000 (6,417) 8,750 5,500 
6. Current earnings (before dividends) for 
purposes of determining taxability of divi- 
ri dends (Line 1 minus Lines 3 and 5) ............ 2.250 14,000 (6,417) 12,583 15,500 
7. Accumulated earnings before current divi- 
dends [accumulated earnings at end of pre- 
vious year (Line 9 of previous year), plus 
current year’s earnings (Line 6)] ................+. 2,250 14,250 (7,167) 2,416 12,916 
B. Cipmemt Gividend 2n..acecccevecssocsscesseoscesncecnesscsess 2,000 15,000 3.000 5,000 10,000 
one 9. Accumulated earnings after dividends (Line 
2 PASE) ST) eae et NARS  E 250 (750)(10.167) (2,584) 2,916 
10. Taxable dividend (Line 8 limited to Line 6 : 
= or 7, whichever is greater) ...........ccccssesseeeees 2,000 14,250 — 5.000 10,000 
Il. “Nontaxable dividend”—return of capital 
(Line 8, minus Line 10) .....c.ccccccccccescseseeeeeees -- 750 3,000 — — 
0,000 
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available for dividends of $2,250 
(1V-6, 7). As the dividends paid 
were $2,000 (IV-8), they were fully 
taxable. With the allowable depletion 
being $7,500, the tax basis of the 
leasehold interest was reduced from 
$50,000 to $42,500. 

Percentage depletion for the year 
1955 was based on 27'2 percent of 
gross income (1-7), which was less 
than 50 percent of net income (1-6). 
Percentage depletion of $22,000 (III- 
2) exceeded tax cost depletion, (III-3) 
and became the amount of the deduc- 
tion claimed by the company. ‘The 
taxable income for 1955 was $28,000 
(IV-4); the current earnings were 
$14,000 (IV-6); the accumulated 
earnings before current dividends were 
$14,250 (IV-7). The dividends paid 
of $15,000 (IV-8) exceeded the 
accumulated earnings by $750; there- 
fore, only $14,250 (IV-10) of the 
dividends paid constituted taxable in- 
come to the stockholders, and the 
balance of $750 (IV-11) constituted 
a return of capital or a so-called “non- 
taxable dividend,” until basis is re- 
covered, and then treated as capital 
gain. Although tax cost depletion for 
1955 amounted to only $20,000 
(II-5), the tax basis of the asset was 
reduced by the full amount of allow- 
able depletion of $22,000 (III-4). 

The lease operations and conse- 
quently the company’s operations for 
the year 1956 resulted in a loss of 
$6,000 (IV-1); therefore, there can 
be no percentage depletion. The al- 
lowable depletion and also the reduc- 
tion in basis depletion was the tax cost 
depletion of $6,833 (15,000 barrels 
@ $.4555) (III-3,4,6). As at De- 
cember 31, 1956 the tax basis of the 
leasehold interest stood at $13,667. 

The tax return of the company for 
the year 1956 showed an operating 
loss of $12,833 (IV-4) which, under 
the present law, may be carried back 
to both 1954 and 1955 to recover part 


of the taxes paid for those years (IV. 
5). As there were neither current 
earnings nor accumulated earnings 
available for dividends, the dividend 
paid during the year will be treated as 
a return of capital (IV-11). It might 
be noted that the right of a corporation 
to pay dividends depends on the laws 
of the state of its incorporation and 
not on the earnings or accumulated 
earnings as computed for tax pur. 
poses. 

In 1957, percentage depletion based 
on 50 percent of taxable income was 
$17,500 (III-2). Tax cost depletion 
was limited to the remaining tax basis 
of the asset, or $13,667 (III-5S). Of 
the $17,500 allowable depletion (IV- 
2), $13,667 (III-6) was used to re- 
duce the tax basis of the asset to zero, 
The balance of the allowable deple- 
tion $3,833 (III-7), was considered 
as excess depletion. Current earnings 
of $12,583 (IV-6) were computed by 
reducing the taxable income (before 
depletion and taxes) of $35,000 (IV- 
1) by the reduction in basis depletion 
of $13,667 (IV-3) and the federal in- 
come taxes of $8,750 (IV-5). Despite 
the fact that the 1957 dividend (IV-8) 
exceeded the accumulated earnings 
(IV-7), the full amount of the div- 
dend constituted taxable income to the 
stockholders (IV-10), because the 
current earnings (IV-6) exceeded the 
dividend. 

Unless there will be additional 
amounts capitalized as investments ia 
this leasehold interest, there can be 00 
tax cost depletion in 1958 or any sub- 
sequent year. Also, as there is m0 
longer any tax basis to the asset, there 
can be no further reduction in basis 
depletion. The percentage depletion 
will be the allowable depletion and is 
each year will constitute excess deple: 
tion. In 1958, both current earnings 
and accumulated earnings exceeded 
the dividend; therefore, the dividend 
was fully taxable (IV-10). 
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integrated Data Processing 
and the Smaller Company 


By JoHN J. Fox, CPA 


The research involved in 


developing high-priced electronic 


computer systems has had tremendous impact on the more con- 
ventional integrated data processing techniques for smaller com- 
panies. These new developments affecting such companies are 
discussed under six broad classifications: streamlining office 
methods; automatic paper tape or card punching; conventional 
office machines; automatic data processing; reporting to manage- 
ment; and applications of science to decision making. 


Durinc recent years, business has 
been confronted with constantly in- 
creasing work loads. The proportion 
of clerical workers to non-clerical 
workers has steadily risen. This is 
a matter of great concern and becomes 
a matter of greater significance when 
declining business volume is reduc- 
ing profit. Control and reduction of 
clerical cost and paperwork become 
especially significant under these cir- 
cumstances. 

The most significant of recent de- 
velopments in the war on paperwork 
is the development of electronic com- 
puter systems for business applications. 
Many of the larger companies have 
installed expensive computer systems 





JOHN J. FOX, CPA, is a resident partner 
at Detroit in the firm of Lybrand, Ross 
Bros. & Montgomery, certified public ac- 
countants. He is currently serving as Di- 
rector of Education for the Detroit Chapter 
of the NAA and is active in the affairs of 
several other professional associations of 
which he is a member, including the Michi- 
gan Association of CPAs, the AICPA, 
Systems and Procedures Association of 
America and American Management As- 
sociation. 
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and claimed substantial resultant sav- 
ings. The owners of small and me- 
dium-sized businesses have read of 
these developments with great en- 
thusiasm, only to learn that the price 
of the equipment is out of their reach. 

All of this publicity devoted to 
the high-priced electronic computer 
systems has obscured the tremendous 
impact on small and medium-sized 
businesses of improvements in con- 
ventional office machines and systems 
techniques resulting directly or in- 
directly from the research involved in 
electronic computer installations. Even 
the smallest of businesses can share 
in the benefits resulting from the study 
and research required for developing 
and installing electronic computer sys- 
tems in the large business organi- 
zation. 

Perhaps the greatest benefits of re- 
cent research and developments in 
system techniques are in the field of 
integrated or automatic data proces- 
sing which has also been widely pub- 
licized in connection with electronic 
computer installations. Integrated or 
automatic data processing is the 
gathering and original recording of 
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data in a form that permits the pro- 
cessing of that data for several differ- 
ent purposes without any intermediate 
manual transcriptions. Not only is 
integrated data processing particularly 
important in an electronic computer 
installation where millions of dollars 
worth of equipment capable of produc- 
ing thousands of answers a second 
must wait on the relatively slow pro- 
cesses of converting data to a form 
acceptable to the equipment, but it 
is also important in the mechanical 
and manual installations of any office. 
Integrated data processing applies to 
all forms of data processing—elec- 
tronic. mechanical and manual. 
Executives responsible for control- 
ling clerical costs and improving pro- 
fits should be aware of improvements 
resulting from recent research in: 


1. Streamlining office methods. 
2. Automatic paper tape or card 
punching. 

3. Conventional office machines. 

4. Automatic data processing with 
conventional office devices. 

5. Reporting to management. 

6. Applying science to solution of 
business problems. 


STREAMLINING OFFICE METHODS 


Experiences with preliminary studies 
for electronic computer installation in 
many companies have disclosed the 
need for substantial system improve- 
ments before an electronic computer 
could be effectively employed. Most 
companies making such studies have 
found it necessary to improve clerical 
processes before the electronic equip- 
ment could be economically employed. 
Those most concerned with the eco- 
nomic justification of computer in- 
stallations have projected startling sav- 
ings in clerical costs, but in many in- 
stances a substantial portion of the 
savings has been attributed to im- 
proved procedures and methods rather 


than to the equipment itself. In one 
instance, a very substantial portion of 
the projected clerical savings was 
achieved even before the computer 
was delivered. These savings could 
have been achieved independently of 
any computer installation. 

Such experiences with electronics 
simply point up in a dramatic fashion 
a conclusion which has long been ac- 
cepted by experienced procedure an- 
alysts, i.e., mechanical equipment is 
only a part of a system and no instal- 
lation of equipment should be under. 
taken wthout a thorough considera- 
tion of the related factors of work 
flow, work load, input media and out- 
put media. The desired results of more 
rapid data processing and clerical 
work reduction are often more closely 
related to methods and procedures te- 
vision than to the equipment. 

The lessons to be learned from 
these experiences are: 

1. You don’t need an electronic 
computer installation to realize savings 
from methods improvements. 

2. Conversely, any installation which 
superimposes new devices on existing 
methods and procedures, while it may 
result in some cost savings, usually 
does not realize the maximum cost 
savings because it tends to perpetuate 
the inefficiencies in the previously ex- 
isting methods and procedures. 


AUTOMATIC PAPER TAPE 
OR CARD PUNCHING 


Punched card accounting has bene- 
fited greatly from recent research. The 
office equipment industry has devel- 
oped and introduced a host of new 
devices which mechanically provide 4 
link between conventional office mi 
chines and punched card equipment. 
These devices automatically crealt 
punched cards or punched paper tape 
at the same time as the or’ ‘nal data 
are being recorded on source doct- 
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ments in the conventional office ma- 
chines. Obviously, these devices prac- 
tically eliminate the clerical time pre- 
viously required to key punch the 
data into the punched cards from the 
source documents and to verify the 
accuracy of the key punch. 

These devices are now on the mar- 
ket in quantities and are finding ac- 
ceptance for many diverse operations 
in relatively small office operations. 
Some of the common office machines 
which can be linked to punched paper 
tape or punched cards with such ac- 
cessory mechanisms include: type- 
writers, bookkeeping machines, cash 
registers, adding machines, and cal- 
culators. 

Let us consider some representative 
examples of conventional office ma- 


chines equipped for producing 
punched paper tapes or punched 
cards. 


The Flexowriter is a typewriter 
which can be activated by a pre- 
punched tape or an edge punched card 
and it can produce a tape as a by- 
product of a normal typing operation. 
This machine might be used by a typ- 
ist preparing a customer order in this 
manner: 


1. Insert a prepunched customer 
master tape or edge punched card to 
cause the typewriter to record the 
ee customer information on the 
orm. 


y 4 Manually type the variable in- 
formation such as date, order number, 
description, quantity, etc., on the form. 


So far, a large part of the typing 
(40 to 60 percent) has been done 
automatically at a high rate of speed 
(100 words per minute). Only the 
manually typed data need be checked 
for error. At the same time that the 
order is being prepared, another 
punched paper tape is being created 
ftom which punched cards may be 
produced or another Flexowriter ac- 
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tuated to rewrite the data. 

In multiple location businesses, this 
tape could be either mailed or tele- 
graphically transmitted and reproduced 
over a public or private communica- 
tions network to a central control lo- 
cation. The tape, when received, 
could be processed through a “tape 
to card” converter which would pro- 
vide punched cards for processing on 
punched card equipment into analy- 
sis reports. This procedure would ac- 
complish the dual purpose of elimin- 
ating the manual duplication of basic 
data, with its inherent risk of trans- 
cription errors and minimizing the 
cost of key punching and verifying 
operations. The tape might even be 
put to further use for automatically 
typing other documents such as fac- 
tory orders, shippers and invoices. 

A variation of this hypothetical ap- 
plication might be producing two tapes 
at the originating point, one contain- 
ing all the data shown on the order, 
the other, which would be punched 
on an auxiliary perforator, containing 
only selected data for statistical pur- 
poses. 

In this hypothetical application, the 
data are “captured” at the point of 
origin as a by-product of a normal 
typing operation; typing time is saved; 
key punch and verify time is mini- 
mized; current reports rather than his- 
torical records are produced: and cus- 
tomer service is improved. 


More than twenty years ago Rem- 
ington Rand introduced a machine de- 
signed to automatically produce 
punched cards as a by-product of a 
billing application. This principle has 
been developed and widely expanded 
in recent years so that smaller offices 
which cannot economically justify tab- 
ulating equipment find these devices 
highly practical to produce data on 
punched cards which can then be sub- 
mitted, as desired, to a tabulating serv- 
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ice bureau for preparation of various 
analytical reports. 

Leading posting machine companies 
have similarly developed accessory 
equipment which will produce punched 
paper tape or punched cards as a 
by-product of posting operations on 
conventional accounting machines. 

The National Cash Register Com- 
pany has developed and adapted to its 
bookkeeping and adding machines, a 
device which directly punches selected 
data on I.B.M. cards automatically 
while normal machine functions are 
being carried on. 

The National Cash Register Com- 
pany has introduced a special design 
banking machine for savings accounts 
which records old balance pick ups, 
deposits or withdrawals, interest credits 
or payments, new balance and ac- 
count number. Other developments 
include cash registers with five or 
eight channel tapes, multiple totals, 
and media readers. The media reader 
in combination with the NCR 6000 
class cash register can automatically 
complete a sales distribution, sales 
audit, and inventory control distribu- 
tions. The media reader, originally 
designed for department store use to 
automatically read merchandise tick- 
ets, is now being extended to indus- 
trial applications for recording ma- 
terial releases and other inventory con- 
trol problems. 

In the field of retailing, marking 
machines which produce punched 
card garment tags are now available. 
As a result, the information coded on 
the tags can now be processed di- 
rectly through punched card equip- 
ment to provide management with 
sales data for control purposes, on 
an up-to-the-minute basis and at a 
lower cost. 

The potential of this equipment for 
expediting data processing can best be 
illustrated by reviewing a few actual 
installations. 
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A retail store was confronted with 
a problem concerning the audit of 
sales slips. Basically, this was an add. 
ing machine operation; however, a 
substantial amount of rehandling and 
reclassifying of the original data was 
required to provide other data for sales 
analyses, inventory control, and bvy- 
ing functions. After consideration of 
the reporting requirements, a system 
was developed which incorporated a 
key driven adding machine with a 
punched tape attachment. As the sales 
slips were added, supplemental identi- 
fying information was also introduced 
into the machine which then pro- 
duced not only the sales slip totals, 
but also simultaneously and automati- 
cally punched all the information on 
a paper tape. By use of a “tape to 
card” converter, the information was 
then automatically placed on punched 
cards for processing in any desired 
form. Through this technique, reports 
for sales analysis, inventory control, 
buyer information, sales tax, federal 
tax and sales volume were all mechani- 
cally produced from the single manual 
recording of the source data. 

Another installation involves a mul- 
tiple location manufacturing firm which 
required daily current operating data 
relating to production by department 
and job number for each plant. A sys- 
tem was developed whereby each plant 
submits totals of its daily production 
tickets prepared on a_ conventional 
office machine to which is attached a1 
automatic paper tape punch device. As 
in the retailing example, identifying 
information as to the job and depatt- 
ment number is entered on the machine 
along with the basic data. The punched 
codes on the paper tapes, which are 
automatically produced at the time o 
recording the original documents, att 
transmitted over a leased commun 
cation line and reproduced at the cof 
pany’s central office each day. Tapés 


from each location are fed into a taf 
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reading typewriter to produce the re- 
quired daily reports, following which 
the tapes are run through a “tape to 
card” converter for subsequent tabu- 
lating of various analysis reports. 

It should be noted that Western 
Union, Bell Telephone and other firms 
have specially designed equipment 
available for reproduction of punched 
(and magnetic) tape over communi- 
cation lines between remote locations. 
Card to card transceivers, connecting 
locations separated by a few or thou- 
sands of miles, are also available. On 
this equipment, a control switch per- 
mits direct voice communication or 
automatic data transmission, selec- 
tively, on the same circuit. 

The equipment and system develop- 
ments noted in the preceding para- 
graphs afford ample opportunity for 
any company using punched card 
equipment to develop integration in its 
data processing. Of even greater sig- 
nificance to the smaller business, how- 
ever, is the increasing availability of 
service bureau facilities for processing 
the punched tapes and cards produced 
as a by-product of its clerical func- 
tions. Most larger cities and many 
smaller ones have competent service 
bureau organizations which can and 
do process punched tapes and cards 
into desired reports at reasonable 
prices. The availability of such facili- 
ties can reduce equipment investment 
costs to such a degree that even the 
smallest business can consider using 
these methods. 

While the time factor may create 
problems in using service bureau fa- 
cilities for “on line” accounting func- 
tions, this factor may be of much less 
significance in the processing of sup- 
plemental analysis reports. For exam- 
ple, daily sales tickets can be sum- 
marized by adding machine with a 
tape punching mechanism. The daily 
adding machine summary can produce 
control totals for cash and charge 


sales, departmental totals, and any 
other information required for entry 
in the bookkeeping systems. The 
punched paper tapes produced simul- 
taneously can be processed by a serv- 
ice bureau to produce desired supple- 
mental reports, perhaps on a weekly 
basis, of sales by item for stock 
replenishment purposes, commission 
computations, comparisons with budg- 
et and other desired information 
which may not be required every day. 


CONVENTIONAL OFFICE MACHINES 


The intensive research which has 
produced the electronic computers for 
business and the paper tape and card 
punching conversion devices is cur- 
rently resulting in greatly improved 
office machines in price ranges which 
medium and small-sized companies can 
afford. Many of these developments 
involve the incorporation of electronic 
circuitry in conventional office ma- 
chines. Some are new developments of 
general-purpose office machines while 
others are specialized machines which 
can produce great savings in the spe- 
cific types of operations for which they 
have been designed. 

Significant improvements in the 
general-purpose posting machines have 
resulted from the intensive rivalry be- 
tween the leading companies in the 
field. In addition, a number of Euro- 
pean manufacturers are now market- 
ing improved bookkeeping machines 
in the United States, some of which 
are available at relatively low prices 
and are worthy of consideration for 
simple applications. 

The heavy volume of paperwork re- 
quired in the banking field has caused 
equipment manufacturers to devote a 
substantial portion of their research to 
the development of equipment designed 
to specifically fill the requirements of 
banks. Some of this equipment will 
also be of great value in non-banking 
situations where the clerical processes 
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have similar characteristics to those in 
banks. The National Cash Register 
Company has introduced a “Postronic” 
machine, and the Burroughs Corpora- 
tion has introduced a “Sensitronic” 
machine. These machines incorporate 
certain electronic circuitry in machines 
designed for ledger posting operations. 
Both machines feature automatic 
account number, item counts and ac- 
count balance from magnetic code 
strips on the reverse of the ledger card. 
In a typical operation, the ledger card 
is inserted into the machine. The ac- 
count number is manually registered 
by the operator. If the account num- 
ber registered by the operator agrees 
with the account number coded on the 
ledger card, the machine will immedi- 
ately and automatically enter the old 
balance and item count to date. The 
operator then enters the present day’s 
items and the machine automatically 
enters the new balance and item count. 
These machines are equipped with 
proof devices such as automatic locks 
if the account numbers do not agree. 

The Burroughs “Sensitronic” also 
features a ledger-form feed device 
which automatically inserts ledger 
forms, enabling the machine to take 
automatic trial balance listings and 
accumulations. NCR is now market- 
ing a ‘“Fully-Automated Postronic” 
which features automatic posting of 
account ledgers by reading input trans- 
action data in the form of prepunched 
paper tape, and mechanical insertion 
of ledger forms via an automated form 
feed device. This equipment could be 
of value in any situation where high 
volume posting is required. 

Another interesting innovation for 
processing banking documents is the 
check encoder and check reader- 
sorter. IBM, Burroughs, and NCR 
have developed new machines of this 
type. The encoder imprints account 
number and other data in arabic char- 


acters on checks and other documents; 
the sorter-reader is capable of sensing 
these characters and sorting the docv- 
ments. Another function of the sorter- 
reader is to print-list the amounts en- 
coded on the documents. Some models 
can punch the document data into 
paper tape and/or feed this informa- 
tion directly to punched card or com- 
puter processing equipment. The en- 
coder and sorter-reader are applicable 
to other businesses, such as depart. 
ment stores for sales audit and ac- 
counts receivable applications. 

Electronic calculators are being 
added to electro-mechanical office ma- 
chines, as illustrated by the National 
Cash Register “Computronic,” and 
the IBM “632,” an Electronic Typing 
Calculator. The Desk Model Con- 
puter, such as the NCR “390” and 
the Burroughs “E101,” both using 
accounting machines as printing de- 
vices, are available for specialized 
applications in a wide range of indus- 
tries. 

The Royal McBee “Roy-tronic” 
electronic tabulation typewriter is an- 
other office machine incorporating 
electronic circuitry. This typewriter is 
equipped with a sensing device which 
sweeps the surface of the form being 
typed and automatically stops the car- 
riage movement at any one of several 
pre-printed or manually mark-sensed 
lines on the form. Insurance comps 
nies and others having substantia 
volumes of form-typing operations wil 
be able to eliminate a substantial por- 
tion of the typing time consumed it 
manually tab setting typewriters. 

All of the described devices ate 
available at prices which are economi- 
cally feasible in medium sized and 
small companies. Research activities 
in the office equipment field are pro 
ceeding at a high rate and continued 
equipment innovations can be antici: 
pated. | 
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AUTOMATIC DATA PROCESSING WITH 
CONVENTIONAL OFFICE DEVICES 


Integrated or automatic transmis- 
sion of data from one clerical opera- 
tion to another can be economically 
achieved in even the smallest of com- 
panies through the use of properly de- 
signed forms involving the use of car- 
bon papers and/or one of the many 
reproducing processes. Several differ- 
ent reproducing processes are available 
alone or in combination with snap-out 
forms to minimize unnecessary copy- 
ing of data. 

One of the common applications for 
this type of equipment is in the field 
of sales order, shipper and invoice 
preparation. You will readily appre- 
ciate that in many companies, these 
documents, plus bills of lading, pack- 
ing slips. shipping labels, etc., contain 
constant repetition of data such as the 
following: customer’s name, address 
and order number; description of item; 
quantity ordered; sales terms; and 
shipping instructions. Many systems 
provide for manually copying identical 
data on a number of uncorrelated and 
different documents at various times 
during their processing. Each tran- 
scription, in addition to being a dupli- 
cation of effort, presents the possibility 
and even probability of human error 
in transcription, making it necessary 
to introduce additional verification 
steps. 

A common system for reducing un- 
hecessary transcriptions is to type the 
incoming order when received on a 
master capable of being reproduced in 
one of the systems mentioned. At 
subsequent points in the process, vari- 
able data such as quantity shipped, 
quantity back ordered, selling price 
and extensions are added to this mas- 
ter without ever manually transcribing 
the constant data. 

In a variation of this system, the 
original order is written on a snap- 


out form, one copy of which can be 
used as a master for subsequent re- 
production. 


Another simple form of integrated 
data processing is accounts receivable 
applications in which a reproduction 
of the customer invoice becomes the 
accounts receivable ledger file copy. 
Firms such as Remington Rand, Die- 
bold, and many others are providing 
the necessary filing equipment for such 
systems. There are very real savings 
from systems applications of this type 
in some relatively small companies. 

The pegboard is another application 
for automatically transcribing data 
from one operation to the next in the 
smaller company. It is quite evident 
that many adaptations for this equip- 
ment have been overlooked in the past 
as was indicated by the interest shown 
by the small businessman (employing 
from 10 to 50 people) at a recent 
trade association conference. The peg- 
board is a device for positioning sev- 
eral forms on a board in such a manner 
that identical data are entered on sev- 
eral related documents simultaneously. 
This device is most widely used for 
payroll work where simultaneous en- 
tries are recorded on a pay stub, a 
payroll register and an earnings record 
card. This eliminates two transcrip- 
tions of identical data. The same prin- 
ciple can be applied to accounts re- 
ceivable, accounts payable and other 
accounting processes. For the small 
business that cannot afford more ex- 
pensive accounting machines, this sys- 
tem is ideal because of the low capital 
investment required and the great pro- 
ductivity increase when compared with 
entirely manual methods. Businessmen 
may well wish to consider the applica- 
tion of this method to certain lower 
volume operations currently placed on 
bookkeeping machines, particularly 
where machine schedules are crowded. 
In many larger companies having tabu- 
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lating or bookkeeping machine sys- 
tems, the pegboard is ideal for use on 
confidential payrolls. 

Another device useful in the small 
office is the edge punched card. This 
is a document form which provides a 
means for recording numerical data on 
the card by notching holes along the 
side of the card. By the use of a 
needle, the cards can be sorted and 
re-sorted into various classifications 
for summarization of data. Prominent 
applications for the device include 
sales, labor and cost distributions. 
The edge punched card can be charac- 
terized as the poor man’s punched 
card. Where punched card versatility 
is required but volumes do not war- 
rant the investment required in elec- 
tric tabulating equipment, the edge 
punched card may be the answer. Roll 
up peg strips and a combination of peg 
strips and edge punched cards are 
variations worthy of consideration. 

Another innovation to accounting 
applications is the use of microfilm, 
not as a part of a records retention pro- 
gram but as an active partner in the 
processing of accounting data. Several 
applications have recently been pub- 
licized, one of which relates to cycle 
billing. In this system, the sales tick- 
ets, when recorded on the customers’ 
statements, are microfilmed and the 
tickets are mailed to the customer, 
leaving the store with only a microfilm 
record of the transaction. This elim- 
inates the original preparation of a 
retained copy of the sales ticket and 
eliminates a bulky and costly filing 
problem. In another application, em- 
ployees’ clock cards are microfilmed, 
which permits the timecards to be de- 
stroyed shortly after the preparation 
of the payroll, again eliminating a 
bulky storage problem. The economi- 
cal use of this application is, of course, 
dependent upon minimum need for ac- 
cess to the microfilmed record and a 
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filing system which makes the micro- 
filmed record readily accessible. 

The cost-conscious office executive, 
in addition to remaining constantly 
alert to new equipment development, 
should be familiar with cost-reducing 
applications of existing equipment. In- 
genious uses of many items of office 
equipment are constantly being devel- 
oped with the objective of reducing 
costs or improving services. 

Dictating equipment, for example, 
has been adapted to many interesting 
office applications. The many fine, 
low-priced dictation machines now on 
the market are gaining increasing ac- 
ceptance as a means of not only in- 
creasing executive productivity but also 
reducing stenographic costs. The busy 
doctor or professional man now fre- 
quently dictates a statement of charges 
for each patient in a few seconds for 
later transcription onto an invoice by 
his secretary, increasing the portion of 
his valuable time available for treating 
patients. In one steel mill, an applica- 
tion of dictating equipment was de- 
veloped with the objective of reducing 
paperwork by foremen. A means was 
provided for foremen to transmit cer- 
tain data by telephone from any point 
in the plant to centrally located dictat- 
ing machines. A stenographic corps at 
the central point then prepared move 
orders, requisitions and other docu- 
ments. 

Another equipment field in which 
technological progress has been out 
standing has been the copying equip- 
ment field. Many companies are com- 
peting with machines utilizing different 
processes, all of which will produce 
copies of documents but have varying 
characteristics. The Diazo process, 
for example, is exceptionally fast and 
inexpensive but has the _ limitation 
that the original copy must be 


translucent paper, making this process | 
unsatisfactory for such tasks as mak- | 
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ing additional copies of incoming cor- 
respondence. It is well adapted, how- 
ever, to Various accounting processes 
where the original media can be con- 
trolled. 

The Photocopy process, on the other 
hand, is relatively expensive (8 to 10 
cents per copy) but can produce faith- 
ful copies of almost any type of docu- 
ment. It is very useful in an office for 
copies of correspondence, accounting 
schedules, charts, and other uses. Pub- 
lic accounting firms find a very prac- 
tical use for a photocopy machine for 
making copies of revenue agents’ re- 
ports and various charts and graphs. 

The Thermo-Fax is an excellent 
process producing less costly copies 
than the Photocopy process but has 
the limitation that certain colors do not 
reproduce well. 

Xerography is a particularly signifi- 
cant process in large office operations. 
This process is similar to photocopy- 
ing but can make offset and _ spirit 
masters, positive-working offset plates, 
and translucent copies for the Diazo 
process. It can enlarge and reduce. 
Claims of annual cost savings of hun- 
dreds of thousands of dollars have been 
made for this process in the automo- 
bile industry alone. Among the publi- 
cized applications are inexpensive blue- 
print reproduction and _ processing 
changes in parts lists and catalogues. 
It is also used in one major automo- 
tive company in the consolidation sec- 
tion where financial statements of indi- 
vidual plants and divisions are peg- 
stripped, crossfooted to produce divi- 
sion or company totals, and then 
through the Xerography process, a 
master is produced through which con- 
solidated statements are rapidly pre- 
pared for distribution to executives. 
This company claims that a world- 
wide consolidation can be made in two 
and one-half hours and that delivery 
of financial statements has been expe- 


dited. This process has been credited 
not only with a cost savings but also 
with speeding the delivery of financial 
statements. 


IMPROVEMENTS IN REPORTING 
TO MANAGEMENT 


Recent advances in office equipment, 
including improved computing and 
data processing equipment, have made 
it economically feasible to supply man- 
agement with current facts for making 
business decisions on a timely basis. 
The ultimate profit contribution avail- 
able from improved data for decision 
making, usually far exceeds the profit 
contribution available from clerical 
cost reduction. 

High-speed computing equipment 
has brought into focus the responsi- 
bility of office management for organiz- 
ing data as a part of the decision-mak- 
ing process. This process can be 
simply illustrated by considering the 
recordkeeping problems in controlling 
a nation-wide parts inventory of sev- 
eral hundred thousand items main- 
tained throughout the country in re- 
gional warehouses. Under a manual 
system, hundreds of clerks are em- 
ployed in maintaining inventory rec- 
ords, both in the field warehouses and 
in the central procurement office. Un- 
der an integrated system, daily trans- 
actions from all parts of the country 
are transmitted to a central computing 
activity where a large scale electronic 
computer processes each day’s transac- 
tions. Inventory records are updated, 
balances remaining after each day’s 
transactions are compared with prede- 
termined maximum and minimum 
limits, and a written report is prepared 
for each part requiring some executive 
action, such as replenishment orders 
and disposition of overstocks. Under 
this system, the executives concerned 
are promptly advised of the particular 
parts that require executive action and 
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are not distracted by reports on the 
tens of thousands of items where no 
action is required. 

The foregoing example illustrates 
the technique that has come to be 
known as “management by exception.” 
This technique is based on the premise 
that management is not concerned with 
the tens of thousands of record cards 
that require no action; but manage- 
ment is very intimately concerned with 
the smaller number of records that in- 
dicate a need for replenishment action 
or some other management decision. 
Although the illustration given is based 
on the experience of a very large com- 
pany utilizing an electronic computing 
system, the technique of “management 
by exception” is also applicable to 
small companies. In most instances, 
management is not concerned with an 
aged listing of accounts receivable bal- 
anced to a control account; but man- 
agement is interested in the particular 
accounts where customers have not 
paid their bills when due or where 
shipments exceed authorized credit 
limits. Management is not concerned 
with expenditures which are within au- 
thorized limits; but it is concerned with 
expenditures which exceed the bud- 
geted amounts. 

An effective program for office me- 
chanization demands that the system 
be designed to produce a required an- 
swer. Standard data patterns should 
be established and reports should be 
designed which provide management 
with the information required to assist 
in making decisions. In many in- 
stances, greater cost reductions are 
available through eliminating reports 
which do not lead to management de- 
cisions than through finding faster ways 
of producing unused information. 

An additional consideration in sys- 
tems design that is not essentially dif- 
ferent from the foregoing, is the con- 
sideration of timeliness. Data required 
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for management decisions are only use. 
ful for that purpose if the data are in 
the hands of the proper persons prior 
to the time when a decision must be 
made. In many instances, mechaniza- 
tion of office procedures can be justi- 
fied solely on the basis that mechanized 
methods can process data and prepare 
reports in a timely manner. It will be 
readily recognized that if a payroll 
cannot be processed in time to have 
checks available for employees on pay 
day, an equipment investment would 
be warranted regardless of cost con- 
siderations. It is sometimes not s0 
easily recognized that a delay in proc- 
essing invoices or customer statements 
may delay the receipt of collections 
from customers. Undue delays in 
processing payments to vendors may 
be costly in terms of discounts lost and 
may even impair the company’s credit 
rating. Many companies have installed 
mechanized systems, and many more 
should be installed, for the primary 
purpose of expediting informative re- 
ports to management on a timely basis. 
Certainly stale financial facts are just 
as distasteful as stale bread and just 
as uninteresting as last week’s news- 
paper. Specially designed systems of 
management reports are a total failure 
unless essential facts reach manage- 
ment in sufficient time for management 
to do something about them. 


APPLYING SCIENCE TO SOLUTION 
OF BUSINESS PROBLEMS 


An important recent development in 
the science of business management 
has been the application of the te 
search techniques of the physical sc 
ences to the solution of business prob- 
lems. This is commonly referred to a 
operations research. Persons trained 
in the sciences have combined thei 
efforts to seek out the best solution t0 
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niques and skills to solving many di- 
verse problems in the fields of produc- 
tion, marketing, advertising, shipping, 
inventory control, warehousing and 
other business fields. The results of 
such scientific research techniques 
have been to translate particular prob- 
lems into a quantitative form capable 
of mathematical solutions. The result- 
ant solutions, in many instances, have 
produced remarkable savings but the 
mathematical computations involved in 
arriving at the solutions are sometimes 
so complex that the answer can be 
ascertained only after months or years 
of calculation on conventional cal- 
culating equipment. Now such calcula- 
tions can be performed in a matter of 
hours or minutes using high-speed 
electronic computing systems. 


A typical example of a_ business 
problem which lends itself to mathe- 
matical solution is commonly referred 
to as the transportation problem. Let 
us assume that a particular company 
has ten plants and ten products manu- 
factured by the company. Each of the 
ten plants is capable of manufacturing 
each of the ten products. Transporta- 
tion costs of the finished product to 
the company’s sales outlets will be 
minimized by manufacturing the ten 
products in the manufacturing plant 
nearest to each sales territory. How- 
ever, this may result in short runs of 
each product at all plants with a re- 
sultant increase in over-all production 
costs. Maximum productive efficiency 
can be achieved by producing a differ- 
ent product in each of the ten plants, 
but this saving in production costs is 
obviously at the expense of increased 
transportation costs. Additional sav- 
ings may be made by programming 
longer runs of specific products and 
stock-piling the quantities produced. 
This, however, introduces a factor of 
additional cost related to investment 
in inventories, obsolescence, etc. This 


problem can be reduced to mathema- 
tical form through evaluating the in- 
cremental cost of transportation, in- 
vestment and production costs for each 
of the ten products in each of the ten 
plants. 

The type of situation outlined in the 
transportation problem is one that 
faces companies with multi-plant lo- 
cations. In most companies, the pro- 
duction control manager or some other 
responsible executive sets up schedules 
of production that, based on his judg- 
ment and past experience, produce 
economical quantity runs, minimum 
investment in inventories and mini- 
mum transportation costs. However, 
as schedule decisions are not made by 
the use of refined scientific formulae, 
the result achieved is not the best 
possible solution to the specific prob- 
lem. Scientific techniques applied to 
transportation and other similar prob- 
lems in many companies have resulted 
in solutions that are demonstrably bet- 
ter in terms of cost reduction and con- 
tribution to profit than the solutions ar- 
rived at by other processes. 

Some of the best work in this field 
has been done on inventory-type prob- 
lems involving the measurement of op- 
posing costs as, for example, the ex- 
cessive cost of short production runs 
as opposed to the cost of an in- 
creased investment for carrying inven- 
tories. A variation of this problem 
is found in the studies which some 
airlines have made to determine the 
frequency with which training schools 
for stewardesses should be held. In 
this problem the reduced unit costs 
resulting from larger training classes 
have been weighed against salary cost 
of waiting time until excess trainces 
are assigned. 

Among those most skilled in the 
field of electronic computers and man- 
agement sciences, many believe that 
the real benefit of computers to busi- 
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MANAGEMENT ACCOUNTING of 

Management accounting is any aspect of accounting which pro- sa 

vides the means of effective control of business activities. All ac- ™ 

countancy operations have a direct or indirect influence on the con- cl 

duct of a business so that the greater part of accountancy is concerned th 

with management accounting. What is new is the desire among non- by 

accounting management to make use of accounting information. This re 

springs from the growing realization that accounting data are invalu- 

able for control purposes and policy-making. The essential function of F tat 

Management accounting is to assist the forward planning of business | by 

activities and to evaluate the end results of such planning. ce 

E. C. D. Evans, “Management Accounting,” th. 
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New York State Tax Forum 


Conducted by PETER ELDER, CPA 


REAL ESTATE CORPORATION 


To be classified as a real estate cor- 
poration, it is absolutely necessary that 
a corporation be wholly engaged in real 
estate operations. Classification under 
Section 182 will be lost where sub- 
stantially all of the stock of a real es- 
tate corporation is owned or controlled 
by a business corporation subject to 
tax under Article 9-A, and the business 
corporation uses or occupies in its 
business a material part of the property 
of the real estate corporation. Thus, 
where stock of both corporations is 
owned by the same shareholders, re- 
classification can result. However, 
there are situations where ownership 
by common interests will not result in 
reclassification. 

Suppose that the stock of a real es- 
tate corporation is owned 80 percent 
by a father and the remaining 20 per- 
cent equally by his two sons; also, 
that a business corporation subject to 
tax under Article 9-A, stock of which 
is owned 50 percent by each of the 
sons, occupies the property of the real 
estate corporation in its business. Are 
both corporations owned or controlled 
by common interests? The answer is 
no, or at least so the Court held 
In the Matter of Application of H. M. 
Vinard, Inc. v. State Tax Commission, 
decided by the Supreme Court, Appel- 





PETER ELDER, CPA, is chairman of our 
Society's Committee on New York State 
Taxation. Mr. Elder is a member of the 
firm of Peat, Marwick, Mitchell & Co. 


late Division, Third Judicial Depart- 
ment, March 18, 1960. The facts of 
the case are as stated above; the record 
did not include any information as to 
officers, directors or management of the 
corporations. 

The Tax Commission alleged that 
since the stock of the two corporations 
was owned or controlled directly or in- 
directly by the same interests within 
the meaning of Section 211.4 of Article 
9 of the Tax Law, the real estate cor- 
poration must be taxed as a business 
corporation under Article 9-A. The 
Court cited the Commission’s regula- 
tions for the purpose of defining “‘sub- 
stantially all” stock, and commented to 
the effect that, while a determination 
must be made on the basis of facts in 
each case, ordinarily the beneficial 
ownership or control means 95 percent 
or more of the issued and outstanding 
capital stock entitled to vote for the 
election of directors, and that such 
ownership will satisfy the requirements 
of the statute. 

The Court stated: “It is obvious that 
the stock ownership in the case does 
not meet the requirements of the Com- 
mission’s own regulations—not neces- 
sarily controlling—but in this case the 
only testimony to substantiate the de- 
termination. There is no showing as to 
who were the officers, directors, who 
managed, operated or controlled the 
corporations, nor any other factors as 
to either corporation, which would tend 
to sustain the theory of the Tax Com- 
mission.” Thus, since stock ownership 
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and control, the determining factors, 
were not shown where the real estate 
corporation was only 20-percent owned 
by the interests of the business cor- 
poration, and the major interest in the 
real estate corporation had no stock 
ownership in the business corporation, 
assessment of the real estate corpora- 
tion under Article 9-A was annulled. 

This case illustrates quite clearly 
that the question which must be an- 
swered in each situation is whether the 
real estate corporation is owned or con- 
trolled by common interests with that 
of a business corporation subject to 
tax under Article 9-A; and while the 
Commission’s regulations carry great 
weight, as the cout said, “they are 
not necessarily controlling.” 


EMPLOYER’S WITHHOLDING 
STATEMENT 

Every employer who is required to 
deduct and withhold New York State 
income tax must also furnish to each 
employee a withholding statement on 
Form IT-2102. The statement must be 
distributed on or before February 15 
relative to earnings of the preceding 
calendar year or, if employment is 
terminated before the close of the cal- 
endar year, within thirty days after the 
last payment is made. It must show 
the amount of wages paid by the em- 
ployer to the employee during the cal- 
endar year, the amount deducted and 
withheld as tax, and other information 
as required on such form. 

As a result of inquiries, the State 
Tax Commission recently issued a rul- 
ing concerning the acceptability of re- 
produced Forms IT-2102, either sepa- 
rately or in combination with the In- 
ternal Revenue Service withholding tax 
statement, Form W-2. The ruling is 
very specific in that it covers the color 
and quality of ink and paper, typog- 
raphy, format, dimensions and con- 
struction, carbon paper, and instruc- 


tions as to sets combined or not com. 
bined with federal forms. 

The ruling further advises that “glj 
copy must be approved by the Income 
Tax Bureau, Albany 1, N. Y. An ap. 
proved number will be assigned to ap. 
proved copy.” While very few em. 
ployers will print their own Form IT- 
2102, for those who do, strict compli- 
ance will most likely be required in 
accordance with the ruling. Further. 
more, clients should be certain that 
the form they purchase is an approved 
copy. Here is an opportunity to help 
your client by discussing the require. 
ments of the ruling so as to prevent a 
possible rejection of copy by the State 
next year. 


TRANSFER OF PROPERTY AS AN 
INCIDENT TO DIVORCE 


An interesting question is presented 
where property is transferred by one 
spouse to another as an incident to the 
divorce of the parties. Assume that 
husband and wife, both being New 
York residents, decide to obtain a 
divorce. Prior to the divorce the parties 
enter into a written agreement which 
provides that the husband will transfer 
to his wife, one-half of all his property, 
the division of which is to be based on 
the market value on the date of trans- 
fer. Assume, further, that the husband 
has securities with a market value of 
$500,000 but with a zero tax basis: 
that he transfers $250,000 of the se- 
curities to his wife in accordance with 
a written agreement in settlement of 
his wife’s marital rights; and that a di- 
vorce is obtained immediately there- 
after. What is the tax effect to the wife 
and to the husband? 

Section 2516 of the Internal Reve- 
nue Code of 1954, as amended, indi- 
cates that where a husband and wife 
enter into a written agreement relative 
to their marital and property rights 
and divorce occurs within two yeats 
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thereafter, any transfers of property, 
etc., to either spouse, pursuant to such 
agreement, in settlement of his or her 
marital or property rights shall be 
deemed to be transfers made for a full 
and adequate consideration in money 
or money’s worth. Thus, it appears 
that the husband will not incur any gift 
tax liability on the transfer. As a 
matter of fact, Regulations Section 
25.2516-1 states specifically that such 
transfers are exempt from the gift tax. 

What about income tax liability? It 
would appear that when the husband 
transferred securities to his wife, he 
entered into a taxable transaction under 
Section 1001 of the Internal Revenue 
Code since the transfer would prob- 
ably be considered as a disposition of 
property within the scope of that 
section. Furthermore, the husband 
would probably be deemed to have 
received consideration for the trans- 
fer—relinquishment by the wife of 
all rights to support and maintenance 


and to share in his property at his 
death. On this basis, assuming the 
securities were capital assets in the 
hands of the transferor (husband), 
the gain thereon — in our example, 
$250,000—would be taxed at the capi- 
tal gain rate. The wife’s basis for the 
securities would presumably be the 
market value on the date of transfer. 
The above would appear to be the tax 
effect for federal purposes, and pre- 
sumably for New York State tax pur- 
poses, if the transaction occurred in 
1960, under Article 22 of the New 
York State tax law. 

(During the interval between the 
writing of this department and the re- 
turn of the proof from the printer, the 
Sixth Circuit reversed the Tax Court 
in Marshman, 60-2 USTC 9484. In 
that case, when the parties remarried, 
the husband transferred stock to his 
wife, reserving to himself an option 
to buy back the stock for $40,000, the 
fair market value at the time of trans- 
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fer. As part of the divorce settlement, 
the husband gave up his option to re- 
acquire the stock which had increased 
in value to $400,000. While the Tax 
Court indicated that the husband had 
realized a gain of $360,000 on re- 
linquishment of the option, the higher 
court disagreed. The Circuit Court 
indicated that the release by the wife 
of her rights against her husband could 
not be measured. Since the release 
involved so many uncertain and emo- 
tional factors, it was not possible to 
assign a fair market value to the re- 
lease. Thus, under such circumstances, 
the value of what the husband relin- 
quished was no criterion of the value 
he received; therefore, there was no 
taxable gain since the property re- 
ceived by the husband did not have 
a value readily determinable. ) 

However, suppose the transaction 
had occurred in 1959 or an earlier year 
—what would the tax effect have been 
for New York State purposes? The 
New York Tax Law does not have any 
section comparable to Section 2516 of 
the Internal Revenue Code regarding 
transfers of property pursuant to writ- 
ten agreements made in contemplation 
of divorce proceedings. Therefore, it 
would appear that the husband would 
have no New York State income tax 
liability in connection with the transfer 
of property to his wife. Also, the trans- 
fer would be construed as a gift and the 
basis of the securities received by the 
wife would be determined in accord- 
ance with the rules applicable to 
gifts. Since there is no gift tax in New 
York, the husband would not have in- 
curred a gift tax liability. 

In view of the above, it is suggested 
that readers review their files in case 
opportunities exist for filing claims for 
revision of New York State income tax 
for 1959 and prior years. 


GROSS RECEIPTS TAX— 
ASSESSMENTS AND REFUNDS 


Last month this department reviewed 


the decision of the Court of Appeal 
in the U. S. Steel Corporation case 
concerning holding companies and their 
exemption from the financial business 
tax, and the special bulletin issued by 
the Special Deputy Comptroller of the 
City of New York in connection with 
that decision. Several readers have in- 
quired concerning the filing of claims 
for refund for taxes paid for calendar 
years prior to 1959. Therefore, a re- 
view of the period for assessment and 
refunds seems appropriate at this time, 

As a general rule, the law states that 
no assessment of additional tax shall be 
made after the expiration of more than 
three years from the date of the filing 
of the return. An exception to the 
general rule exists where no return has 
been filed, or in the case of filing a 
wilfully false or fraudulent return with 
intent to evade the tax. The law also 
provides that the three-year period 
may be extended if the taxpayer con- 
sents in writing to the extension. 

To obtain a refund of taxes errone- 
ously, illegally or unconstitutionally 
collected by the Comptroller prior to 
April 21, 1957, it was necessary for 
the taxpayer to have paid such taxes 
under protest in writing. In addition, 
the application for revision of the tax 
must have been filed with the Comp- 
troller within one year from the date 
of payment of the tax. The Laws of 
1957 amended Section B46-7.0 of the 
Tax Law so as to provide that it is no 
longer necessary to have paid the tax 
under protest in order to file an ap 
plication for revision of tax. It com 
tinued the requirement that the appli 
cation for revision must be filed within 
one year from the date of payment of 
the tax. The amendment was effective 
as of July 16, 1957. It would appear 
that unless applications for revision 
of tax were filed with the Comptroller 


within one year from paying the ta | 
for the calendar year 1958, the pe | 


missible filing period would have ¢ 
pired. 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


SEC AMENDS RULE FOR USE OF FORM S-9 AND 
DEFINITION OF “FIXED CHARGES” 


Form S-9 is a relatively short form 
of registration statement. Its use is 
limited to seasoned companies who 
meet the requirements, and it can be 
used only in connection with offerings 
of non-convertible debt securities. 
Among the other requirements are 
specified ratios of earnings to fixed 
charges. 

When Form S-9 was promulgated it 
contained a rather unusual definition 
of “fixed charges.” In its most recent 
form the term “fixed charges” was 
defined in Form S-9 as follows: 

The term “fixed charges” shall mean (1) 
interest and amortization of debt discount 
and expense and premium on all indebted- 
ness, (ii) an appropriate portion of rentals 
under long term leases, and (iii) in case 
consolidated figures are used, preferred 
stock dividend requirements of consolidated 
subsidiaries, excluding in all cases items 
eliminated in consolidation. (Emphasis 
supplied. ) 

The phrase “appropriate portion of 
rentals” caused some _ consternation 
when Form S-9 was first issued. Ac- 
countants wondered what was contem- 








LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
eo PRACTICE AND PROCED- 


plated by the phrase. As the result of 
inquiries and from working with the 
form, accountants learned that only a 
portion of rentals paid was considered 
to be a fixed charge, namely, the in- 
terest factor on the cost or value of 
leased property. The interest factor 
represents the owner’s profit on his 
investment plus his interest charges, 
and this is the portion of the rent 
which is considered to be “an appro- 
priate portion.” 

The determination of what consti- 
tutes “an appropriate portion” of the 
rent in a given case is likely to be a 
difficult task, and, in many cases, it 
has to be estimated on a somewhat 
arbitrary basis. Consequently, the SEC 
has had under consideration a pro- 
posal to amend the definition of “fixed 
charges” so as to establish a definite 
formula which may be used in deter- 
mining the appropriate portion of 
rentals representing the interest factor 
in order that a prospective registrant 
may determine with reasonable cer- 
tainty whether it is qualified to use 
Form S-9. 

The SEC has amended the defini- 
tion of “fixed charges” along the lines 
of the proposal referred to above. The 
amendment changes the test from “an 
appropriate portion of long term rent- 
als” to “one-third of all rentals re- 
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ported in Schedule XVI* or such 
other portion as can be demonstrated 
as representative of the interest fac- 
tor.” The limitation of rentals to “long 
term leases” has been dropped because 
of the substantial difference of opinion 
as to the definition of a “long term 
lease” and because the presence of 
the interest factor in rentals is not 
dependent upon the rental contract 
extending over any given period of 
time. 

It has been suggested that “delay 
rentals” paid on leaseholds to retain 
mineral rights before development of 
leased acreage are not in the nature 
of ordinary rental for the use of prop- 
erty. Delay rentals or other items 
included in rentals in Schedule XVI 
which can be shown to contain little 
or no interest factor may properly be 
excluded under the alternate treat- 
ment. 

The text of paragraph (c)(2) of 
General Instruction A as amended 
reads: 

(2) The term “fixed charges” shall mean 
(i) interest and amortization of debt dis- 
count and expense and premium on all in 
debtedness, (ii) one-third of all rentals re- 
ported in Schedule XVI, or such other por 
tion as can be demonstrated as representa- 


tive of the interest factor in the circum: | 


stances of a particular case (if an alterna 
tive basis is used, explanation should be set 
forth in the statement required by Exhibit 
5 of the Instructions as to Exhibits), and 
(iii) in case consolidated figures are used, 
preferred stock dividend requirements of 
consolidated subsidiaries, excluding in all 
cases items eliminated in consolidation. 


The amendment became effective 
on August 1, 1960. 


* Note 5 to Schedule XVI provides that 
“If the aggregate amount of rents and 


royalties is not material, a statement to that | 


effect will suffice.” 
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Administration of 


A CPA Practice 


Conducted by MAX BLock, CPA 


LONG-RANGE PLANNING FOR GROWTH 
BY NEW PRACTITIONERS 


New practitioners are, of course, 
greatly concerned with achieving a 
steady growth of their practice. The 
following are some preliminary con- 
siderations in dealing with this objec- 
tive: 

1. The generation of growth must 
not be in violation of our professional 
codes of ethics which prohibit adver- 
tising and solicitation and impose other 
limitations. 

2. The dynamism of the principals, 
their competence, their progressiveness, 
and their confidence-inspiring person- 
alities are vital to success. 

3. The territory served or the field 
of specialization must have possibilities 
for growth. 

4. The present status of the firm as 
to number and type of clients, the re- 
gard in which it is held by clients, and 
its status in the business, credit, and 
allied professional community, are fac- 
tors that influence the rate of growth. 
Ordinarily, a firm starts out like a 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on Ad- 
ministration of Accountant’s Practice of the 
New York State Society of Certified Public 
Accountants. He is a lecturer at the Baruch 
School of Business and Public Administra- 
tion of The City College of New York in 
the graduate course on Accounting Practice. 
Mr. Block is a member of the firm of 
Anchin, Block & Anchin. 
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heavily laden freight train—a_ slow, 
creeping take-off—but as it accelerates 
it becomes easier to pick up added 
speed. Thus, a larger firm, having a 
broader base on which to build, should 
have a more rapid acceleration than a 
small one, if all the necessary factors 
are present. 

Growth and economic success are 
usually associated with: 

1. Increase in number and quality 
of clients. 

2. Growth in size of the organiza- 
tion—partners and staff. 

3. Increase in fee scale. 

4. Increase in partners’ earnings 
and in staff salaries. 

5. Enhancement of the firm’s repu- 
tation. 

How can the small firm achieve 
these objectives? Here are a few brief, 
practical thoughts, the efficacy of 
which is dependent on the preliminary 
considerations cited initially. 

Growth comes from within and with- 
out. From within, one can look to 
natural client growth through expan- 
sion of business, absorptions of other 
companies, and new ventures. From 
without, one can look to recommenda- 
tions by pleased clients and by bankers, 
lawyers and other adjuncts who are 
favorably impressed. Personal promi- 
nence in philanthropy, civic affairs, 
fraternal and religious groups, and in 
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trade organizations, is another legiti- 
mate means of developing contacts and 
clients. The purchase of practices of 
retiring or deceased practitioners is a 
method of artificial growth as is a 
merger of accounting firms. 

The quality of the clientele will im- 
prove gradually as the firm’s own 
ability to serve them is recognized. 
This will develop as services are up- 
graded and attract notice. Manage- 
ment advisory services can play a ma- 
jor role in the attraction of favorable 
notice. Aid in such areas as profit im- 
provement, financing, economic coun- 
selling, and in many other business and 
personal situations will eventually 
yield benefits. Outstanding reports— 
adequate in content, meaningful to 
clients and credit grantors, and con- 
forming with the highest professional 
standards—will yield dividends. Good 
tax advice in planning and in tax re- 
turn preparation will make loyal 
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friends and boosters. Finally, good 
service and professional-like relation. 
ships should reach the attention of ay 
ever widening circle. 

A professional firm should not ex. 
pect such fast, dynamic growth as js 
possible in business fields. Rather, it 
should grow steadily and sturdily, 
somewhat like a tree, adding some 
growth each year and broadening it 
base for further growth upward. 

An accounting organization, hov- 
ever small, must strive unceasingly fo 
excellence in work and in service. This 
requires the selection of the best part. 
ners and men available and such con- 
pensation and working conditions a 
will hold them. Outstanding staffmen 
should be made junior partners, to 
hold them and to advance and perpetu- 
ate the firm. 

Specialization should be encouraged. 
In a two-partner firm, for exampk, 
one might concentrate on taxes and 
the other on management services. I 
there is one staffman in the organiz- 
tion, he too might develop expertnes 
in some field of importance to th 
firm. Expertness can lead to the wit 
ing of articles for trade publication 
and to addressing groups—a vel 
proper form of promotion if carried 





out within professional limits. 

Every opportunity should be availed 
of to meet clients’ bankers and attor 
neys. Similarly, accountants should b| 
very willing to sit in on client confer-| 
ences with other business and profes | 
sional men. The accountant who dis | 
tinguishes himself in such  circl 
surely is a “growth professional.” 

Veteran practitioners are  solicite| 
to submit their own rules for succés 
in public accounting, and actual ca 
experiences will be most welcome f0'| 
publication. This should be an opp0' | 
tunity for those who have achieved ‘| 
measure of success to give a helpitt 
hand to the young practitioners in th 
public accounting profession. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, ARTHUR J. Dixon, CPA 


DECISIONS AND RULINGS 


GIFT VS. INCOME 

In June 1960 the Supreme Court 
handed down its decisions in three 
cases involving the much litigated ques- 
tion of what constitutes, to the re- 
cipient, a “gift” which is not includible 
in taxable income. The first case, 
Com. v. Duberstein, involved the 
transfer of a Cadillac by a corporation 
to Duberstein, because he had recom- 
mended to the donor, business in which 
Duberstein’s Own company was not 
interested. The second, Stanton et all. 
v. U. §. A., involved the payment by 
a corporation to its retiring president 
of an amount slightly less than his an- 
nual salary, payable over ten months. 
The third case, U. S. v. Allen Kaiser, 
on which a separate decision was 
handed down, involved the question of 
whether strike benefits received from 
a labor union in the form of food, 
clothing and rent payments, were tax- 
able income or gifts. 

The Government requested the 
Court to provide a test of a “gift” to 
serve as a judicial standard for the 
lower courts, and suggested the fol- 
lowing: Gifts should be defined as 
transfers of property made for per- 
sonal as distinguished from business 
reasons. This the Court declined to 
do, holding that the determination is a 
factual one and as such is within the 


province of the trial court, and that 
the variance of facts and intents ob- 
viate the efficacy of a general rule. 
The Court rejected the Government’s 
contentions that corporations can only 
expend their assets for business pur- 
poses and that “what is a deductible 
corporate expense on one hand, must be 
taxable income on the other,” explain- 
ing that the first principle depends on 
the laws of the state of incorporation. 
and the second would involve issues 
not before the Court considering the 
question, i.e., the conduct and tax lia- 
bility of the transferor corporation. 

Having declined to promulgate a 
judicial definition of “gift,” the Court 
ruled on each case individually. In the 
Duberstein case, the Tax Court’s find- 
ings that the Cadillac constituted com- 
pensation for past services or an in- 
ducement for future services, were up- 
held as not being “clearly erroneous.” 

The Stanton case was remanded for 
further findings since there was not 
sufficient information in the District _ 
Court’s decision to enable a deter- 
mination by the Supreme Court as to 
whether the decision that the payment 
to Stanton was a “gift” was erroneous 
or not. 

In Kaiser, the Court accepted the 
jury decision that the strike benefits 
were a gift since: they were given to 
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both union and non-union strikers; 
they were measured by the individual 
recipient’s needs and requirements; 
and the gifts were dependent upon 
whether the striker could obtain state 
unemployment compensation or local 
assistance benefits. Also, extremely 
important, was the fact that no condi- 
tions were attached to the aid rendered. 


FOREIGN PERSONAL HOLDING 
COMPANY INCOME NOT TAXED 
WHERE IRS PREVENTED DISTRIBUTION 


The taxpayer, a U. S. citizen, ac- 
quired 95 percent of the stock of a 
foreign personal holding company in 
partial payment of fees and advances 
due to him by the former stockholders. 
At the time he acquired title in 1951, 
the stock was in the possession of the 
Collector of Internal Revenue, having 
been pledged by the former owner as 
security for unpaid taxes of both the 
former owner and of the corporation 
itself, 

In 1951, the taxpayer requested the 
Government’s permission to pay from 
the foreign personal holding company, 
a dividend in the amount of that cor- 
poration’s “Supplement P net income.” 
The request was refused. Similar re- 
quests were refused for 1953 and 
1954. Nevertheless, the Internal Rev- 
enue Service asserted deficiencies 
against the taxpayer under Section 
337, IRC 1939 (similar to Section 
551, IRC 1954), based upon the un- 
distributed income, and was upheld by 
the Tax Court (32 TC __ No. 1). 

The Fourth Circuit Court of Ap- 
peals reversed the Tax Court, holding 
that the statute was not to be literally 
interpreted where its effects were 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Commitee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 
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clearly not the intent of Congress. The 
Court explained that the purpose of 
the statute was to prevent the accumn- 
lation of earnings in foreign personal 
holding corporations not subject to 
U. S. taxes. Pointing out that the sec- 
tion was applicable only where control 
of the corporation and, concomitantly, 
its dividend payments were in the 
hands of a group of not more than 
five U. S. stockholders, the Court im- 
plied that where the controlling share- 
holders were powerless to effect a dis- 
tribution, the section was not intended 
to apply. Here there was no “inaction 
of the United States group”; quite the 
converse—the Government itself pre- 
vented the distribution. Thus, the tax 
was not to be asserted (Alvord et ux 
v. Com., CA-4, 4/26/60.) 

The Court distinguishes this situa- 
tion from that involving blocked cu- 
rency in the decision in Elder v. Com. 
(CA-2, 1942; 138 F(2d) 27), despite 
the opinion there, which is quoted 
below: 

We do not agree with taxpayer's argu- 
ment that inability to expend income in the 
United States, or to use any portion of il 
in payment of income taxes, necessarily pre- 
cludes taxability. In a variety of circum: 
stances it has been held that the fact that 
the distribution of income is prevented by 
operation of law, or by agreement amon 
private parties, is no bar to its taxability. 
See, e. g., Heiner v. Mellon, 304 US. 211, 
281 (38-2 USTC par. 9311); Helvering \. 
Brunn, 309 U.S. 461 (40-1 USTC pat. 
9337). That the result under the statute 
here before us may be harsh is no answer 
to the government's position; the purpos 
of Congress was to deal harshly with “(0 
corporated pocketbooks,” and the motive of 
a particular taxpayer who has such 4 
“pocketbook” we have held to be irrelevant 
O'Sullivan Rubber Co. v. Commissioner, 12) 
Fed. (2d) 212, 213 (C.C.A. 2) (42-1 USTC 
par. 9315), we said; “It is apparent thi 
the decision of the Board has brought abou! 
a harsh result by imposing a surtax, to SJ 
nothing of the penalty for failure to file: 
return, upon a corporation which had no nel 
income to distribute; but if it finds its: 
because of the way it was organized 


did its business, within the scope of *| 
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sutute primarily designed to make the 
failure to distribute actual net income too 
expensive to be worth while and was, there- 
fore, taxed when it did not im fact do what 
the statute was aimed to discourage, it must 
endure its misfortune as best it may.” 
Instead, the Fourth Circuit relies on 
its holding in a previous case (Mars- 
man V. Com. (CA-4, 1953, 205 
F(2d) 335), that Congress did not in- 
tend that the sections of the Code 
dealing with foreign personal holding 
companies were to be applied literally. 


AMORTIZATION OF BOND PREMIUMS 


The Internal Revenue Service has 
anounced in TIR 233 (5/27/60), 
that it will not follow the decision in 
U. §. v. Parnell and J. H. Reed, Jr. 
(CA-6, 1960, 1272 F(2d) 943) 
which held that taxpayers could com- 
pute the amortization of bond pre- 
miums on fully taxable bonds on the 
basis of the difference between the 
purchase price and the “special” re- 
demption price at which the bonds 
could be called on 30 days’ notice. 
The IRS maintains that the “special” 
redemption price was “dependent 
upon contingencies which precluded 
any reasonable advance ascertainment 
of a date of call at the ‘special’ re- 
demption price,” and that, therefore, 
the “general” redemption price should 
be used. (See Rev. Rul. 56-398.) 


TIME FOR DEDUCTION OF 
CONTESTED REAL ESTATE TAXES 


In 1949, Consolidated Edison re- 
ceived a proposed assessment of real 
estate taxes by New York City of 
3100X. It protested the assessment, 
admitting liability of only $85X. How- 
ever, when a hearing in that same 
year upheld the City’s assessment, the 
Company paid the $100X under pro- 
lest, and instituted certiorari proceed- 
ings to recover $15X. In 1951, the 
certiorari proceedings were settled fix- 
ing the tax at $95X, and establishing 





an overpayment of $5X which was 
duly refunded. 

Since the taxpayer kept its books 
on the accrual basis, the question arose 
as to how this series of transactions 
was to be reported. The Government 
claimed that the taxpayer should de- 
duct $100X in 1949 and report $5X 
as income in 1951. The taxpayer’s po- 
sition was that only the liability ac- 
knowledged of $85X accrued and 
should have been deducted in 1949, 
and that the additional liability of 
$10X was deductible in 1951 when 
the case was decided. 

The Court of Appeals agreed with 
the taxpayer, relying on the Supreme 
Court’s decision in Dixie Pine Prod- 
ucts Co. v. Com. (1944, 320 U. S. 
516) and Security Flour Mills v. Com. 
(1944, 321 U. S. 281), which held 
that where liabilities are contingent or 
contested, they cannot be accrued and 
deducted since they have not been 
established both as to fact and amount. 
Acknowledging that the instant case 
was distinguished from the two cited 
above by virtue of the payment under 
protest which did not exist in either 
of those cases, the Court holds that 
this distinction would not nullify ap- 
plicability of the doctrine promulgated. 
It points out that a payment per se 
does not embody the characteristics 
which determine it to be a deduction 
since it may constitute a capital ex- 
penditure, a deposit or a prepaid ex- 
pense which are not deductions. (Con- 
solidated Edison of N. Y. Inc. v. U. S., 
CA-2, 5/25/60.) 

Of interest is a point raised in a 
dissenting opinion, that the Court’s - 
ruling “leaves open to a taxpayer op- 
portunities for manipulation through 
self-serving appraisals.” The majority 
dismissed the objection, reasoning that 
the question of bona fides is always 
present whether or not there has been 
payment. However, of particular in- 
terest in the “tax accounting versus 
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accepted principles” controversy is 
the following paragraph from the dis- 
senting opinion: 

Apparently accountants and at least some 
tax lawyers agree that the Commissioner 
has not been appropriately hospitable to 
the precepts of accrual accounting and ap- 
plaud tentative judicial steps toward ac- 
cepting such precepts. See, e.g., Behren, 
Prepaid Income-Accounting Concepts and 
the Tax Law, 15 Tax L. Rev. 343 (1960), 
discussing Bressner Radio, Inc. v. C.I.R., 2 
Cir., 267 F(2d) 520 [59-2 USTC par. 9496]. 
For my part I would not disagree and think 
that within limits the trend to follow ac- 
counting ideas is desirable as bringing tax 
and business practices mutually into line. 
But I do feel it must stop short of deliver- 
ing control of the revenue to the account- 
ants. For accounting is not an exact sci- 
ence; and corporate balance sheets must deal 
with many fluid items, representing of course 
much factual information, but also a cer- 
tain amount of prophecy, of hope, and of 
sheer argumentation. Because of _ this, 
because also the accountant does owe the 
duty of loyalty to his client, the result will 
naturally reflect the needs and desires of 
the client more than the appropriate de- 
mands of the tax collector, who not only 


must collect all the revenue due, but must , a ; R Rul. 60 
hold the balance fairly and without dis- sale or redemption. (Rev. Rul. 6t- 
crimination among taxpayers. And_ the 210.) 

COMMENTARY 


RAPID DEPRECIATION FOR 
LEASEHOLD IMPROVEMENTS 

An inquiry has been received from 
a member of our Society containing 
an interesting set of facts concerning 
rapid depreciation of leasehold im- 
provements. 

The facts, briefly stated, are that a 
lessee of a retail store made substan- 
tial improvements to the premises. 
When the work was completed, the 
lease had ten years to run. The mem- 
ber inquired whether the 200-percent 
declining-balance method of deprecia- 
tion could be used for the purpose of 
writing off the improvements. 

Regulations Section 1.167 (a)-4 


present holding, which goes beyond anything 
yet in the books, seems to me to exceed 
proper bounds in committing final adjudics. 
tion as to the revenue to corporate account. 
ants. 


TAX-EXEMPT BOND DISCOUNT 


The Internal Revenue Service has 
ruled that the gain on redemption or 
sale of state and municipal bond: 
issued at a discount is equivalent to in- 
terest to the extent of the discount. 
Since Section 103(a)(1) excludes in- 
terest on such bonds from gross in- 
come, the discount is not taxable in 
the year realized. However, this ap- 
plies only to bonds purchased directly 
from the municipality and is referred 
to as “issue” discount. Where bond 
which were not originally issued at a 
discount are purchased from a dealer 
at less than par, the discount is not 
considered compensation paid by the 
municipality for the use of funds, but 
is merely “market” discount, and a 
such is taxable as a capital gain upon 


provides for the recovery of the cos 
of improvements on leased propert) 
either through allowances for depre 
ciation or amortization. If the usefil 
life is equal to or shorter than th 
remaining period of the lease, th 
allowances shall take the form of & 
preciation under Section 167. If, 
the other hand, the useful life is longe 
than the remaining period of the leas, 
the allowances shall take the form 0 
annual deductions in an amount equi 
to the unrecovered cost of such im 
provements, divided by the number 0! 
years remaining of the term of tht 





lease. Such deductions shall be in lit) 
of allowances for depreciation. Re | 
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erence is made therein to Section 162 
and the regulations thereunder. 

Regulations Section 1.162-11 (b) 
(1) similarly provides that if the life 
is longer than the remaining term of 
the lease, the annual deduction shall 
be made under Section 162, and is in 
lieu of depreciation. If the life is equal 
to or shorter than the lease, the annual 
deduction is depreciation and shall be 
claimed under Section 167. 

Inasmuch as the double-declining 
method may only be claimed under 
Section 167, it is available only if the 
deduction is depreciation. Accord- 
ingly, under the stated facts, the rapid 
depreciation can be used only if the 
leasehold improvements have a useful 
life of ten years or less. 

It should be noted that under Sec- 
tion 178, a lessee who begins im- 
provements on leased property after 
July 28, 1958 may be required to 
include renewal periods, as well as the 
initial term of the lease, in the period 
over which the improvements may be 
written off. In that event, it may be 
that the extended period will be equal 
to or greater than the life of the im- 
provements, in which event rapid 
methods of depreciation may be used. 
Under such circumstances, the require- 
ment of using the renewal period in 
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determining the taxpayer’s write-off 
with respect to the leasehold improve- 
ments can be an advantage rather 
than the detriment which it is often 
considered. 


EFFECT OF TAX-EXEMPT 
INCOME ON TERMINATION 
OF ESTATE OR TRUST 

In the year of termination of an 
estate or trust, substantial expenses, 
such as legal fees and trustees’ or ex- 
ecutors’ commissions, are often in- 
curred. Usually these expenses will 
exceed the income for the year and, 
under Section 642(h), such excess 
will be allowed as a deduction to the 
beneficiaries succeeding to the prop- 
erty of the estate or trust. 

Care must be taken to avoid a pos- 
sible pitfall that may arise in the last 
year, particularly in the case of an 
estate. It often happens that the as- 
sets retained by the estate in its final 
period are safe, fixed-income obliga- 
tions, such as short-term U. S. Treas- 
ury or municipal bonds retained as a 
reserve for possible liabilities such as 
an estate tax deficiency. Suppose that 
the asssets consist only of municipal 
bonds, so that the only income re- 
ceived by the estate is tax-exempt in- 
terest. What effect will that have on 
the deductibility of the final year’s 
expenses, including the amount in 
excess of the tax-exempt income? 

Regulations Section 1.265-1(c) pro- 
vides: “If an expense or amount oth- 
erwise allowable is indirectly allocable 
to both a class of nonexempt income 
and a class of exempt income, a rea- 
sonable proportion thereof determined. 
in the light of all the facts and cir- 
cumstances in each case shall be allo- 
cated to each.” Normally, these ex- 
penses are allocated to tax-exempt 
income based on the proportion of 
tax-exempt income to the total of all 
of the items of gross income, includ- 
ing tax-exempt income. 
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Applying this rule to the above facts 
where the estate’s only income in its 
final year consisted of tax-exempt in- 
come, would all of the expenses be 
attributable to it and disallowed? Such 
a result would eliminate any Section 
642(h) deduction to the beneficiaries. 
The answer to this question cannot be 
found either in the Code or Regula- 
tions. Therefore, it would seem advis- 
able to arrange the affairs of the estate 
or trust in a final year so that if ex- 
penses are in excess of income, tax- 
exempt income is kept to a minimum. 


HEAD OF HOUSEHOLD STATUS WHERE 
PARENTS ARE INSTITUTIONALIZED 

An individual can qualify as a 
“head of a household” and thus obtain 
the benefits of limited income—split- 
ting if he contributes more than half 
of the cost of maintaining a household 
which is the principal place of resi- 
dence of certain specified individuals. 
This residence, in the case of a de- 
pendent parent, need not be his home 
nor is it necessary that the individual 
taxpayer reside there. In fact, it can 
be a boarding house or even a room 
in a hotel. 

Temporary absence of a parent 
from such household will not disqual- 
ify the individual taxpayer from claim- 
ing this status; but as a general rule 
the parent must occupy the premises 
for the entire year. Thus, an individ- 
ual who has a parent living with him 
can qualify as a “head of a house- 
hold.” Moreover, if he maintains sep- 
arate and distinct households for the 
parent and himself, he can also qual- 
ify. But what happens if instead of 
maintaining a separate apartment for 
a parent, the taxpayer finds it more 
economical and convenient for the 
parent to live in a home specializing 
in the care of the aged? Similarly, 
what is the result if, because of a 
chronic and disabling disease, the in- 
dividual taxpayer finds it necessary to 


place his parent in a hospital for the 
chronically ill? It would appear that 
in both of the above instances, the tax- 
payer should come within the statutory 
definition of a head of household as 
there is a sufficient degree of perma- 
nency in these arrangements to qualify 
as a permanent place of abode. 

The Internal Revenue Service, how- 
ever, states in Revenue Ruling 57-307 
that an individual taxpayer who pays 
the entire expenses of maintaining his 
mother in a home for elderly women 
may not on that basis alone be con- 
sidered as a “head of household” for 
federal income tax purposes. Your 
Federal Income Tax (1960 edition for 
individuals) goes even further and 
categorically states that this is not con- 
sidered as maintaining a home for her 
and the taxpayer may not claim to 
be a head of household upon the basis 
of supporting his mother. This ruling 
and its interpretation by the Service 
would seem to be discriminatory and 
not in conformance with the intent of 
the legislative enactment. Take the in- 
stance of an individual who, because 
of his mother’s failing health, hires a 
companion or helper for her. Whether 
she resides with him or in a separate 
apartment, he can qualify as a head 
of a household. The individual, on 
the other hand, who either because of 
limited means or for other reasons 
enters his mother in an old age home 
where she will have companionship 
of people of her own age and can utiliz 
the services of all the personnel of the 
home, cannot qualify, under the in- 
terpretation of the Service, as a heal 
of a household. 

In W. J. Hein, 28 TC 826 (1957), 
the Tax Court permitted a bachelor 
who maintained his sister in a mentd 
institution to claim the head of houst- 
hold status even though there was lit 
tle chance of a recovery and the illnes 
was of long duration. The Court et 
phasized that the sister had been 4 
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member of the household prior to her 
transfer to the institution and the 
household was open for her return. It 
therefore seems, under the rationale 
of that case, that an institutionalized 
or hospitalized parent who had previ- 
ously been a member of the taxpayer’s 
household, should qualify such tax- 
payer as a head of a household even 
though in fact the parent never leaves 
the home or hospital because of a 
terminal illness or physical disability. 
Revenue Ruling 57-307 does not re- 
fer to the added factor of a previously 
maintained household, and should not, 
therefore, prevent the favorable treat- 
ment where such added factor exists. 


SPECIAL DUE DATE FOR FILING 
SHORT-PERIOD RETURNS 


Normally, a Form 1120 for a short 
period occasioned by a change of ac- 
counting period is required to be filed 
by the fifteenth day of the third month 
following the close of the short period. 
However, because serious delays may 
be experienced in securing Internal 
Revenue Service permission to change 
the accounting period, it may be diffi- 
cult, if not impossible, to file the short- 
period return by this date. 

If permission to change the account- 
ing period is not granted sufficiently 
in advance of the due date for the 
short-period return, an extension for 
filing may be required. However, a 
request for extension may present cer- 
tain difficulties. First, the extension re- 
quest may have to be submitted before 
permission to change the period has 
been granted, and it may not be cer- 
tain that any short-period return will 
be required. In addition, a request for 
extension for filing would normally re- 
quire a payment of part of the esti- 
mated tax for the short period. 

In cases where serious delay may be 
anticipated, an alternative procedure 
is available which should be given con- 
sideration—to request the District Di- 


rector to prescribe a later due date for 
the short-period return. This pro- 
cedure is available to any type of tax- 
payer who must file such a return. 

Regulations Section 1.607-1(b) 
provides: 

(b) Return for a short period. In the 
case of a return with respect to tax under 
subtitle A for a short period (as defined in 
Section 443), the District Director may, 
upon a showing by the taxpayer of unusual 
circumstances, prescribe a time for filing 
the return for such period later than the 
time when such return would otherwise be 
due. 

As an example of how this provision 
may be utilized, assume that a tax- 
payer has submitted a timely request 
for a change of period from a fiscal 
year to a calendar year. The change 
would require a return for a short- 
period ended December 31, 1960, 
which normally would be required to 
be filed by March 15, 1961. By early 
March 1961, the Service has not yet 
acted on the request and it is clear 
that even if permission were granted 
before March 15, the return could not 
be filed by that date. Accordingly, a 
letter may be sent to the District Di- 
rector explaining these “unusual cir- 
cumstances” and requesting that a due 
date of, say, 60 days after the granting 
of permission be prescribed for filing 
the short-period return. Of course, 
sufficient time should be allowed to 
permit the District Director to act on 
the request before the short-period 
return would normally be due. 

An extended due date, if granted, 
would have a number of advantages. 
For example, it would appear that a 
corporate taxpayer: 

1. on the new due date may file - 
Form 7004 for an automatic extension 
of three months, 

2. may pay the short-period tax in 
installments beginning with the new 
prescribed due date pursuant to Code 
Section 6152, and 

3. would not be charged interest to 
the new due date, or after this date if 


FEDERAL TAXATION @ 577 








the short-period tax is paid half with 
a timely return (or Form 7004) and 
half three months later. 

A special problem could arise if the 
National Office of the Service did not 
act on the period change request 
before the due date of a return for the 
old accounting period. In this case it 
would appear necessary to request an 
extension for filing this return, since 
one may be required for this former 
period if the request for change is not 
approved. 


ORDINARY INCOME ON SALE OF 
SECTION 1231 ASSETS 


Normally, a net gain realized on the 
sale of Section 1231 assets (i.e., prop- 
erty used in trade or business), if 
held for more than six months, will be 
treated as a long-term capital gain. 
Under certain circumstances, however, 
where the buyer and seller are related, 
such gains will be taxed as ordinary 
income. 

A question recently submitted by a 
member of our Society will illustrate 
this point. Mr. J. owns an apartment 
house which, after 20 years, has a de- 
preciated basis of $100,000. He pro- 
poses to sell this apartment house to 
the J. Corporation for its current 
market value of $300,000 in order to 
get a stepped-up basis for depreciation. 
The J. Corporation’s stock is owned 
50 percent by Mr. J. and 50 percent 
by his 30-year old son. The question 
posed is whether the $200,000 gain 
realized by Mr. J. on the sale could 
be treated by him as a capital gain. 

In this particular case the answer is 
yes; the gain would be treated as a 
long-term capital gain under Section 
1231. Although gains on the sales of 
depreciable assets are treated as ordi- 
nary income if sold or exchanged 
between specific related parties (Sec- 
tion 1239), the parties enumerated are 
restricted to (1) a husband and wife, 
or (2) an individual and a corpora- 
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tion more than 80 percent of the out. 
standing stock of which is owned } 
such individual, his spouse, and his 
minor children or grandchildren. Since 
Mr. J.’s son is an adult, Section 1239 
does not apply and any gain would 
be treated as provided in Section 123], 


TREATMENT OF INSTALLMENT 
OBLIGATIONS IN SECTION 337 
LIQUIDATIONS 


Can a tax advantage be gained bya 
corporation or its stockholders wher 
an election to liquidate has been made 
under Section 337, and the corporation 
proceeds to sell its assets on the in. 
stallment basis? 

Section 337 provides for non-recog- 
nition of gain or loss by the corpors- 
tion upon the sale of its assets, includ- 
ing installment sales (except stock in 
trade unless sold to one person in on 
transaction). Section 453 further states 
that upon distribution of such install- 
ment obligations in the course of a Se- 
tion 337 liquidation, no gain or los 
shall be recognized to the corporation. 

However, upon transfer by the dis- 
tributing corporation of installment ob- 
ligations to its stockholders, the instal- 
ment obligations lose their special ta 
character. Although the corporate 
liquidation is treated as a capital trans 
action under Section 331(a)(1), th 
full fair market value of the install 
ment obligations is required to be im 
mediately included in the stockholders 
capital gain computation. 

There is therefore a distinct disaé- 
vantage in the corporation initially dis 
posing of its assets on the installment 
basis. Stockholders may have to at 
vance personal funds in payment 0 
their current capital gains tax prior !0 
the realization of cash through tl 
maturing of the installment obligation. 
The non-recognition of gain to the cor 
poration under Section 337 is this 
irrelevant as far as the stockholdess 
tax liabilities are concerned. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. ‘Situations Wanted”’ 10¢ a word, minimum 


$2.00. “Business Opportunities” 


15¢ a word, minimum $3.00. 


Box number, when used, is two 


words. Closing date, 10th of month preceding date of issue. 
ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 355 Lexington 
y 


Avenue, New York 17, N. Y. 


HELP WANTED 


Senior or Semi-senior, with varied experi- 
ence by individual practitioner, good op- 
portunity for advancement, quality clients 
located Manhattan and New Jersey. Box 
2073. 

SITUATIONS WANTED 


CPA, lecturer in taxation, extensive tax ex- 
perience in planning and research, former 
revenue agent and technical adviser, seeks 
per diem arrangement. Box 2077. 


Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and 
highly experienced typist, electric, good 
service. Corona, MU 7-3890, FI 7-1312. 


Accountants’ Reports expertly typed, IBM, 
accuracy and quality guaranteed, low over- 
head equals low rates. Miss Claire, MU 
2-0326, evenings and weekends LE 4-8336. 


CPA, part-time, experienced punched tape 
and tabulating services. OX 5-6893, Box 
2078. 


CPA, 25 years public experience in all 
phases of accounting with emphasis on insti- 
lutions, non-profits fund-raising, hospitals, 
investments, funds, real estate, etc., seek- 
ing part-time or per diem work. Box 2079. 


CPA, 55, 32 years diversified experience, 
available eight days each month. Box 2087. 


Assistant Controller, office manager, CPA, 
shirt sleeve executive, mature, reliable, many 
years experience, seeks responsible position, 
Private industry, salary open. Box 2088. 


CPA, heavy tax and audit experience, 39, 
available to accountants 6-9 days per 
month, principally for taxes. Box 2089. 


CPA, mature, thorough, personable, avail- 
able two days per week, flexible. Box 2092. 


CPA, own practice past 12 years, former 
Tevenue agent, available 6 to 8 days 
Monthly. Box 2093. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, CPA, N. Y., N. J., AICPA, IE, 
MBA. Box 2080. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or at- 
tractive retirement arrangements will be 
offered. Box 2081. 


We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 
able, convenient to all transportation. Abbott 
Service, 147 W. 42nd St., Cor. Broadway. 


CPA, reputable, experienced, central New 
York interested expanding in tax and estate 
planning areas, desires association firms cen- 
tral and upstate New York mutual basis, 
not interested in buying, selling or merging. 
Box 2082. 


Office Space, needed by practitioner near 
Columbus Circle, about 400 square feet, in- 
terested in sharing facilities with other ac- 
countant. Box 2074. 


Reliable and Dependable, mail, telephone 
service with a distinctively personal touch. 
New York Mail Service, 210 Fifth Avenue, 
MUrray Hill 3-9221. 


For Rent, air-conditioned attorney’s suite, - 
private rooms, recently completed, beautiful 
decor, facilities, extra space available dur- 
ing tax season, individual or small firm, 
moderate. WOrth 2-1655. 


CPA, attorney, 30, LLM (taxation), Society 
award winner, tax editor, 10 years excellent 
tax and accounting experience, desires to 
purchase accounting practice or individual 
accounts, utmost tact assured. Box 2083. 
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CPA, 36, $14,000 NYC and Nassau County 
practice, seeks associate similarly situated, 
object mutual coverage and continuity, pres- 
tige, and sharing of office and staff expenses. 
Box 2084. 


Practice or individual accounts wanted for 
purchase by CPA with 20 years experience, 
no account considered too small. Box 2085. 


CPA, Society member, 12 years diversified 
experience, own practice, seeks association 
with overburdened practitioner or firm, in- 
terested in partnership or purchase of 
clients. Box 2086. 


CPA, attorney, AICPA, NYSSCPA, modest 
practice, seeks association or per diem ar- 
rangement with practitioner planning retire- 
ment, reduced activity. Box 2090. 


For Rent, 44th Street east, attractive private 
office for CPA, or two share, sunny and 
newest lighting. YU 6-3075. 


CPA, Society member, competent, experi- 
enced, with own modest practice, will pur- 


chase or service small number of accoy 
Box 2091. 


CPA, 43, former revenue agent, self-gup 
taining practice past ten years, available 
time, seeks per diem arrangement lead 
to partnership. Box 2094. 


New York CPA, age 46, with gross 
$100,000 will to merge with similar 
firm for growth. Box 2095. 


CPA, thirteen years experience, seeks as 
ciation with overburdened or retirem 
conscious practitioner, desires purchase 
manage practice or individual accou 
Box 2096. 


Fifth Avenue 501, two offices availab 
newly decorated air-conditioned CPA suitg 
share secretarial. reception and staff rooms 
MU 2-1881. ; 


Small Offices, Desk Spaces, suited to 
needs, cheerful, air-conditioned. Telephon 
and secretarial services available. Suite 6 
11 Broadway, WH 4-0157. 











and for 2 years in case of Sickness. 


270 MADISON AVENUE, NEW YORK 16 


$150 WEEKLY BENEFIT 


¢ Now available under N. Y. State Society of CPA’s Accident and 


Sickness Insurance Plan to members under age 60. 


¢ Provides income at $7,800 yearly for 5 years in case of Accident 


Send for brochure and application form. 


HERBERT L. JAMISON & Co. 


Brokers for Society’s Group Accident & Health Insurance Plan 


MUrray Hill 9-1104 
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“There is something 
that is much more 
scarce, something 
rarer than ability, 


It is the ability to 
recognize ability." 


RRoBert Flac 


PERSONNEL AGENCI 
130 WEST 42 STREET, NEW YORK 36, N. 


LOngacre 4-383 


The largest agency in the U.S. 
specializing exclusively in 
accounting and related personnel. 


controllers 
treasurers 
internal accountants 
cost/budget men 
systems men 
tax men 
internal auditors 
office managers 
bookkeepers 

and, of course 
public accountants 
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